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Notice to Readers
This Audit Risk Alert, prepared by the AICPA staff, is intended
to help you identify the significant business risks that may result
in the material misstatement of your client’s financial statements.
This Alert provides CPAs with an overview of recent economic,
business, regulatory, and professional developments that may af-
fect the audits and other engagements they perform.
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally Accepted
Auditing Standards (AICPA, Professional Standards, vol. 1, AU sec.
150). Other Auditing Publications have no authoritative status;
however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circum-
stances of his or her audit. The auditing guidance in this document
has been reviewed by the AICPA Audit and Attest Standards staff
and published by the AICPA and is presumed to be appropriate.
This document has not been approved, disapproved, or otherwise
acted on by a senior technical committee of the AICPA.
Written by
Robert Durak, CPA
Senior Manager
Accounting and Auditing Publications
Copyright © 2003 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting 
permission to make copies of any part of this work, please call the AICPA
Copyright Permissions Hotline at (201) 938-3245. A Permissions Request Form
for e-mailing requests is available at www.aicpa.org by clicking on the copyright
notice on any page. Otherwise, requests should be written and mailed to the
Permissions Department, AICPA, Harborside Financial Center, 201 Plaza
Three, Jersey City, NJ 07311-3881.
1 2 3 4 5 6 7 8 9 0 AAG 0 9 8 7 6 5 4 3
ARA-GEN03.QXD  12/3/03  5:08 PM  Page ii
iii
Table of Contents
ACKNOWLEDGMENTS.........................................................................V
AUDIT RISK ALERT—2003/04.............................................................
How This Alert Helps You ........................................................1
The Current Economic and Business Environment ...................1
A Growing and Strengthening U.S. Economy .......................1
The Unemployment Picture ..................................................2
Consumer and Business Spending .........................................2
Interest Rates.........................................................................2
Risks to the Economy............................................................2
Mutual Fund Industry Scandals ............................................3
25 Attention Grabbers—Do These Situations Exist at 
Your Client?.............................................................................3
What Companies Are Doing and How They Can Get 
Into Trouble ..........................................................................10
Rising Earnings, Increased Capital Investment, and
Expanding Operations ......................................................11
Increased Outsourcing of Key Functions .............................16
Customers With High Levels of Debt .................................18
Risky Trading, Hedging, and Derivative Activities...............20
Raising Capital Through the Equity and Credit Markets.....23
Mergers and Acquisitions Heating Up.................................24
Recent Layoffs.....................................................................26
Underfunded Pension Plans ................................................27
Expensing Stock Options ....................................................30
Recognizing Revenue Prematurely.......................................30
Accounting for and Auditing Vendor Rebates......................33
Implementing FASB Statement No. 150 .............................36
Implementing New Consolidation Rules.............................39
After-Hours Trading............................................................41
ARA-GEN03.QXD  12/3/03  5:08 PM  Page iii
Escalating Hedge Fund Risks ..............................................42
Public Companies Complying With Sarbanes-Oxley...........43
Fraudulent Financial Reporting ...............................................49
Recent Developments..........................................................49
The FBI Story .....................................................................50
What Auditors Need to Do .................................................54
New Pronouncements and Other Guidance.............................57
Status of the AICPA Auditing Standards Board (ASB) 
and the PCAOB................................................................57
Status of the AICPA Accounting Standards Executive
Committee (AcSEC) .........................................................57
Recent Auditing, Attestation, Quality Control
Pronouncements and Guidance.........................................58
Recent Accounting Pronouncements and Guidance ............60
Key Regulatory Developments Related to Audits of 
Public Companies..................................................................61
Securities and Exchange Commission..................................61
PCAOB Developments .......................................................64
On the Horizon .......................................................................69
Auditing Pipeline—Nonpublic Companies .........................70
Auditing Pipeline—Public Companies ................................72
Accounting Pipeline ............................................................73
Resource Central .....................................................................76
On the Bookshelf ................................................................76
AICPA’s Antifraud and Corporate Responsibility 
Resource Center................................................................78
Member Satisfaction Center ................................................78
Hotlines ..............................................................................78
Web Sites ............................................................................79
iv
ARA-GEN03.QXD  12/3/03  5:08 PM  Page iv
Acknowledgments
The AICPA staff wishes to thank the following individuals for
their valuable contributions and insights to this Alert:
Chuck Landes, CPA, Director, AICPA Audit and Attest Stan-
dards Team.
Michael Degnan, CPA, Supervisory Special Agent, Economic
Crimes Unit, Federal Bureau of Investigation
v
ARA-GEN03.QXD  12/3/03  5:08 PM  Page v
ARA-GEN03.QXD  12/3/03  5:08 PM  Page vi
1Audit Risk Alert—2003/04
How This Alert Helps You
This Audit Risk Alert helps you plan and perform your audits.
The knowledge delivered by this Alert assists you in achieving a
more robust understanding of the business and economic envi-
ronment in which your clients operate. This Alert is an important
tool in helping you identify the significant business risks that may
result in the material misstatement of your client’s financial state-
ments. Moreover, this Alert delivers information about emerging
practice issues and current accounting, auditing, and professional
developments.
If you understand what is happening in the business environment
and you can interpret and add value to that information, you will
be able to offer valuable service and advice to your clients. This
Alert assists you in making considerable strides in gaining that
knowledge and adding that value.
Note: See the AICPA Audit Risk Alert, Independence and Ethics
Alert—2003/04 for a thorough discussion of recent developments
and key issues in the area of independence and ethics.
The Current Economic and Business Environment
A Growing and Strengthening U.S. Economy
In the third quarter of 2003, the U.S. economy expanded at an
astonishing 8.2 percent pace, far surpassing the solid 3.3 percent
rate gained in the second quarter. This year’s strong growth has
been fueled by consumer spending (aided by the President’s tax
cuts), business spending, defense expenditures, and good corpo-
rate profits. A number of economists predict gross domestic
product to grow substantially in the fourth quarter of 2003 and
into 2004. Wall Street enjoyed these positive economic indica-
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tors, as the stock markets have rallied and posted gains not seen
since June 2002. In addition, a weak U.S. dollar is helping to im-
prove export sales and lessen the trade deficit.
U.S. corporations have reduced excess inventory levels and un-
productive assets while increasing productivity and competitive-
ness. Corporate profits are improving and global economic
growth appears to be gaining steam.
The Unemployment Picture
The U.S. unemployment rate remains at about 6 percent. Recently,
the job market has shown signs of improving as companies have in-
creased payrolls modestly and initial jobless claims are declining. 
Consumer and Business Spending
Consumer spending has been a major pillar in propping up the
economy through the last few difficult years. In fact, the high
economic growth rate achieved during the third quarter of 2003
was largely driven by a 6.6 percent rise in consumer spending,
suggesting that consumers appear to be optimistic despite a diffi-
cult job market. 
Recent signs indicate business spending and investment is im-
proving and overcapacity is ebbing. The lack of business spending
has been a major roadblock to strong economic growth. If profits
and cash flows continue to improve, an increase in capital expen-
ditures should continue. 
Interest Rates
The Federal Reserve has made a commitment to keep its interest
rate target at a 45-year low of 1 percent for many more quarters. In-
terest rates on mortgages and other borrowings continue to remain
low. 
Risks to the Economy 
Although the economy is growing at a strong pace and promising
signs about the job market exist, some Americans are still strug-
2
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3gling to make debt payments. The lingering effects of a weak job
market and a flood of personal bankruptcy filings continue to paint
a picture of poor consumer credit quality. High levels of personal
debt, suppressed wage growth, and a lack of job creation could
eventually cause consumers to curtail their spending and, conse-
quently, slow economic expansion. Moreover, the weak U.S. dollar
could contribute to higher interest rates which, in turn, could cause
foreign investment and the key U.S. housing market to weaken. 
Mutual Fund Industry Scandals
A widespread scandal involving mutual fund trading abuses and
shady practices is unfolding. Regulators are probing numerous
companies and Congress has begun holding hearings on the mat-
ter. New laws regulating the industry will be proposed and
adopted, lawsuits will be filed, regulatory enforcement actions
against individuals and firms will occur, and the investing public
will reconsider their investments in mutual funds. Auditors en-
gaged in the investment company and securities industries should
keep abreast of these developments. Also, auditors should read
the section below titled “After-Hours Trading” for a review of cer-
tain audit considerations and the AICPA Audit Risk Alerts Secu-
rities Industry Developments—2003/04 and Investment Companies
Industry Developments—2003/04 for a complete overview of
these investigations and abuses.
25 Attention Grabbers—Do These Situations Exist at
Your Client?
Auditors can learn valuable lessons from accounting scandals and
audit failures. These lessons serve to improve the quality of finan-
cial statement audits by helping auditors identify possible early
warning signs and risks of accounting chicanery, fraud, inaccurate
financial reporting, and business failure. 
Presented below is a list of circumstances and observations that
should grab the attention of an auditor if he or she observes these
situations at a client. These “attention grabbers” have been compiled
based on a review of accounting scandals and business failures.
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Key Attention Grabbers
1. A company culture of arrogance and management entitle-
ment. Management that engages in deceptive accounting
practices or fraudulent financial reporting often exhibits
high levels of arrogance, pride, greed, and hubris. They
often have a reputation for being unusually aggressive, tak-
ing high risks, living close to the edge, and swinging for the
fences in business dealings. In some cases, management
may believe that they are entitled to financial success and
rewards no matter how they are achieved because they cre-
ated the company and its past successes. Effective internal
control starts with a proper “tone at the top.” Culture and
values are critical elements of control because all other con-
trols are derived from them. Culture drives behavior. A few
bad apples will flourish in a culture of arrogance, excessive
risk taking, and little accountability. And a few bad apples
can cause a company to come crashing down.
2. Accounting policies that rely heavily on management’s judg-
ment or seem too aggressive. The manner in which account-
ing principles are selected and applied affects the accuracy,
transparency, understandability, and usefulness of the fi-
nancial statements. If the accounting methodology for a
transaction or event involves different alternatives or a
good degree of estimating and judgment, or represents an
evolving area in accounting, or is unclear, unusual, or not
fully supportable, then management has the tools and the
temptation to manipulate financial reporting. These tools,
stemming from the selection and application of account-
ing principles, can be used to tweak earnings and manipu-
late other accounts and transactions to report the financial
results desired by management and conceal critical infor-
mation. Abusing the selection and application of account-
ing principles can lead to a situation in which an entity’s
financial statements do not reflect the underlying eco-
nomic condition. The accounting principles selected by
management should enhance the representational faithful-
4
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5ness, verifiability, and neutrality of the accounting infor-
mation included in the financial statements.
3. Ineffective audit committees and board governance. The audit
committee is the ultimate monitor of the financial report-
ing process. It therefore stands to reason that an ineffective
committee or its equivalent, or the lack of one, can seri-
ously undermine proper financial reporting. Be on the
lookout for audit committees that are not independent of
the company, meet infrequently, lack adequate financial
expertise, do not hear directly from internal auditors, and
do not closely monitor sensitive company programs, such
as a corporate loan program for senior management.
4. Obsession with meeting earnings targets and expectations. In
today’s business reality, failing to meet the earnings expec-
tations of Wall Street, creditors, and others, even by a small
amount, can create serious repercussions, including a nose-
dive in a company’s stock price. Faced with such pressure,
management may attempt to meet those earnings targets at
all costs and commit fraud, stretch accounting rules, or fol-
low inappropriate accounting methodologies.
5. Difficulty explaining how the company actually makes money.
Simply put, it may be unclear exactly how a company de-
rives its profits and its cash. Or, at the end of the day, it
may be the case that a company just does not make very
much money. In some cases, an entity may be involved in
numerous businesses and complicated operations, and yet
after looking at all that activity, one is hard pressed to ex-
plain how the entity generates cash. 
6. Overly centralized control over financial reporting. If one
member of senior management or a small group of senior
management holds a tight grip over the financial reporting
process and goes to extremes to exclude prying eyes, inter-
nal control suffers and the opportunity for fraudulent or
questionable financial reporting emerges.
7. Ratios and benchmarks differ significantly from industry av-
erages. An auditor needs to ask why an entity’s financial re-
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sults are markedly different from other entities in its indus-
try. This kind of benchmarking research and analysis may
not be readily available or apparent. However, this kind of
information can point to a possible business failure or
going concern problem or to the manipulation of the ac-
counting and financial reporting process.
8. Cash flows from operations that bear little relationship to re-
ported earnings. If reported earnings do not correspond to
the actual cash flowing into an entity, auditors should take
note. If management is manipulating the accounting
process to manage earnings, it may show up in the dispar-
ity between operating cash flow and income statement
earnings. When cash flow from operations falls below net
income, it may be indicative of serious business trouble in-
sofar as the company is not generating enough cash from
routine operations, but instead is fueling earnings by bor-
rowing money, selling assets, or other nonoperational ac-
tivities. Companies go bankrupt because they run out of
cash. Keep an eye on the cash flow statement when assess-
ing an entity’s ability to continue as a going concern.
9. Compensation plans geared toward enriching executives rather
than generating profits. With their own compensation tied
to operating or financial targets, management can push
hard on personnel throughout the company to meet what
may be overly optimistic goals. A high-pressure environ-
ment can create an incentive to adopt practices that may be
too aggressive or inconsistently applied. At some point, the
motivation driving earnings management can be strong
enough to encourage individuals with the right opportu-
nity to move beyond acceptable practices. Don’t underesti-
mate greed. If greed is evident and management is focused
on how much money they are going to make, auditors
should heighten their sense of professional skepticism and
adjust their audit procedures accordingly.
10. Significant insider trading. A significant selloff of company
stock by senior management may indicate that they believe
the stock is overvalued, the financial reporting does not
6
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7portray the true economic value of the entity, or that the
company may be heading toward failure.
11. Predictions by management are at odds with industry trends.
Management may base their assumptions, estimates, ac-
counting principles, business decisions, and explanations
to auditors on predictions, forecasts, and beliefs about the
current and future business environment that contradict
actual industry trends, credible research, and what other
entities in the industry are doing or predicting.
12. Undisciplined acquisition growth. Senior management may
acquire businesses and assets more for the sake of accumu-
lating assets than for the overall good of the company. Ac-
quisition growth can help management hide and ignore
serious weaknesses and failings of a company. Acquiring
businesses and assets too rapidly can lead to many chal-
lenges and risks, including integrating disparate opera-
tions, melding internal control processes, and meeting
expanded financing needs. In addition, rapid acquisition
growth may outstrip the ability of a company’s financial
systems to remain under effective internal control. If man-
agement cares more about acquiring new assets than about
making the existing ones perform properly, serious busi-
ness, liquidity, and financial reporting problems can arise.
13. Departure of key senior management personnel. If key people
leave a company suddenly or a number of senior manage-
ment personnel have resigned, this may be a warning sign
of possible trouble at the entity. Are these resignations un-
explained? Is the suddenness or number of resignations un-
usual? Do these key people know something about the
company’s financial future that is causing them to jump
ship? An auditor needs to pay attention to significant or
unusual management departures.
14. Relationships and credibility with customers, creditors, and other
third parties declining. Information pointing to deterioration
in a company’s business relationship with its customers, cred-
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itors, suppliers, or other parties may signal financial difficul-
ties or inappropriate activities at the company. 
15. Prolonged periods of success. Yes, even too much success can
be a dangerous thing. Many big-name companies that have
experienced difficulties ran into trouble after long periods
of financial success and business growth. As the years of
prosperity add up, management may become set in its
ways. Assumptions about the future of the industry and
the company may be severely clouded by the past experi-
ence of uninterrupted success. Management may let its
guard down and become incapable of envisioning an envi-
ronment of subsiding financial prosperity. Does manage-
ment face reality or merely explain it away or ignore it?
Assumptions and estimates used in financial reporting and
business decisions need to be questioned and examined
with a clear perception of the true conditions of the econ-
omy, the industry, and the company.
16. Failure to listen to key people within the company. Senior
management may be so focused on achieving stock price
and earnings goals that they may fail to heed the advice of
key employees warning them of troubling consequences
and developments. Whether it be accounting personnel, or
employees involved in operations, or those working in re-
search and development, these people may be aware of in-
appropriate situations or risky developments that result
from management’s aggressive efforts to meet certain fi-
nancial goals. Management may dismiss warnings from
these people, lest the financial targets not be achieved. 
17. Receivables are growing faster than sales. Entities encounter-
ing reduced sales may report inflated receivables on their
balance sheet (for example, by recording anticipated future
sales as revenue) to improve their financial picture. In ad-
dition, a large receivables balance may be indicative of sales
made to risky customers that lack creditworthiness.
18. Unusual changes in profit margin. Gross margin, or gross
profit, usually remains fairly stable. A change in gross mar-
8
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9gin by over 2 percentage points could point to improper
accounting and reporting activities by management.
19. Significant declines in stock price. If the investing commu-
nity finds a company’s stock unfavorable or overpriced,
they may know something about the financial and opera-
tional fortunes of the company that the company’s auditor
should know and find out about.
20. Inability to meet past-due obligations. A company that can-
not find the cash to pay its obligations may lack the liquid-
ity, solvency, and financial flexibility necessary to continue
as a going concern. 
21. Inability to obtain future financing. If creditors and lenders
are reluctant to loan money to a company, or if the com-
pany is having trouble obtaining additional equity financ-
ing, this may point to going concern problems or financial
difficulty.
22. Management previously committed dishonest acts. If an audi-
tor learns about prior illegal, unethical, or questionable
acts committed by management, the auditor should
heighten his or her sense of professional skepticism and
alter auditing procedures accordingly.
23. Net income growing at a pace far outstripping revenue
growth. When net income rises far faster than revenue over
a period of time, auditors should consider this a red flag in-
dicating possible fraudulent activity or inappropriate ac-
counting at the client.
24. Transactions lack economic purpose. If a transaction, or parts
thereof, appear to lack an economic purpose, or if the
transaction is arranged in what seems to be an unnecessar-
ily complicated structure, this may be indicative of possible
fraudulent activity.
25. Small company’s mentality in a large company’s body. As com-
panies grow significantly, expand operations, and add em-
ployees, the management function, style, and culture need
to grow with the company. Often, companies that have
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grown well beyond their initial size still maintain manage-
ment and internal control environments in which the
wishes of the Chief Executive Officer (CEO) or owner re-
main their highest value and override all other functions,
controls, and considerations. What the top person wants,
even if it involves the improper manipulation of a com-
pany’s financial results, remains a powerful influence and
priority.
What Companies Are Doing and How They Can Get 
Into Trouble
An auditor should know what’s “going on” at the client and in the
business and economic environment that it operates in. After an
auditor identifies what activities, situations, risks, and other is-
sues are going on at the client and in its environment, he or she
needs to plan and perform the audit to address those matters as
necessary. 
Presented below is a discussion of certain business, economic,
and accounting activities, situations, risks, and other issues that
are currently “going on” or may occur in the near future at certain
companies and in the U.S. business economy. These activities
and situations are developed from a review of the current and
projected business and economic environment, a review of cur-
rent accounting and auditing issues, and recent items in business
news. 
Check and see if these activities and situations are going on at
your client, or are expected to occur in the near future. Read
about what is occurring or is expected to occur at other compa-
nies and in the U.S. business environment. Can these things
occur at your client? Can these matters affect your client or its
business environment? Be sure to understand the risks involved
and how your client can get into trouble. Determine whether the
nature, timing, and extent of your audit procedures need to be
changed to respond to these matters.
10
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Rising Earnings, Increased Capital Investment, and 
Expanding Operations 
As the economy and financial conditions continue to improve,
earnings are rising at many companies. Small businesses espe-
cially are prospering. Moreover, business investment in equip-
ment, facilities, and technology is increasing. If, as projected, the
economy continues to post strong gains, many businesses will ex-
pand operations and continue to make capital investments and
report higher earnings.
The Seeds of Accounting and Business Problems That Sprout
During Poor Economic Times Are Often Planted During
Good Economic Times
Remember that the groundwork for many of the recent account-
ing scandals and audit failures was laid during prosperous times.
When the economy is strong, when the stock market is rising,
and when businesses are performing well, expectations for con-
tinued and stronger success grow and the pressure on manage-
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ment to meet those expectations rises as well. In addition, man-
agement may be inclined to enter into riskier business and invest-
ment decisions during strong economic times. Managing
earnings can become a real risk as the economy continues to
strengthen and a company performs well and is expected to im-
prove its performance.
Auditors may be inclined to “let their guard down” during peri-
ods of economic growth. Auditors should be alert to the potential
for management to manage earnings and use overly optimistic as-
sumptions when developing estimates under favorable economic
conditions. If economic conditions change significantly for the
worse, such assumptions, unless revised, may result in material
misstatements. 
In addition, management may be tempted to inflate the com-
pany’s liabilities, allowances, and reserves during prosperous eco-
nomic times. Auditors should be alert to management’s attempt
(a) during healthy economic periods, to “stock the cookie jar,”
and (b) during weaker economic periods, to reverse those inflated
liabilities and allowances and to revert monies back into income. 
Manipulation of Accounting Estimates and Accruals
Accounting estimates and accruals, by their nature, are easily sub-
ject to aggressive accounting practices and, therefore, are a means
to manage earnings. Auditors may need to pay special attention
to this risk on their engagements.
Preparers of financial statements should understand the eco-
nomic substance of a transaction, and then reflect it properly in
the books and records of the company. However, this is not al-
ways easy, as accounting rules are not simply black and white, and
the nature of transactions is ever more complex.
Changes in estimates may be acceptable when supported by real
economic facts, but changing estimates if the underlying eco-
nomics of the business do not support the change, and without
any disclosure, is inappropriate. Auditors may need to review
changes in estimates to determine that they are appropriate,
timely, and adequately supported with sufficient competent evi-
12
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dential matter. In addition, the company’s disclosures need to
comply with the requirements of Accounting Principles Board
(APB) Opinion No. 20, Accounting Changes, regarding the need
to disclose material changes in accounting estimates. Paragraph
33 of APB Opinion No. 20 specifically requires companies to dis-
close the effect on income and per share amounts for a change
that affects several future periods.
Similarly, as required by Item 303 of Regulation S-K, Securities
and Exchange Commission (SEC) registrants should also disclose
in Management’s Discussion and Analysis (MD&A) changes in
accounting estimates that have a material effect on the financial
condition or results of operations of the company or trends in
earnings, or would cause reported financial information not to be
necessarily indicative of future operating results or of future fi-
nancial condition.
SAS No. 57 and Auditing Guidance. Accruals and other esti-
mates are highly subjective and difficult for auditors to verify.
When auditing accounting estimates, auditors should give close
attention to the underlying assumptions used by management.
SAS No. 57, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1, AU sec. 342), provides guidance on obtaining
and evaluating sufficient competent evidential matter to support
significant accounting estimates used in a client’s financial state-
ments. The guidelines set by SAS No. 57 include:
• Identifying the circumstances that require accounting esti-
mates.
• Considering internal control related to developing ac-
counting estimates.
• Evaluating the reasonableness of management’s estimate by
reviewing and testing the process used and the assump-
tions made.
• Developing an independent expectation about the estimate.
As discussed in SAS No. 57, auditors should carefully consider the
effects of post-balance-sheet events on the estimation process. Au-
ditors should refer to SAS No. 1, Codification of Auditing Standards
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and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 560,
“Subsequent Events”), as amended, which provides guidance on
events or transactions that have a material effect on financial state-
ments and that occur subsequent to the balance-sheet date but be-
fore the issuance of the financial statements and the auditor’s
report. Such events or transactions may require adjustment or dis-
closure in the financial statements.
Evaluating the Support for Management’s Assumptions. Manage-
ment can easily manage and boost earnings by changing the as-
sumptions underlying key accounting estimates. For example,
management can change the expected life of some long-term as-
sets to reduce depreciation expense, or decide to become more
optimistic about when customers will pay their debts and thus re-
duce bad debt expense on the company’s books. When evaluating
the support for the assumptions underlying an accounting esti-
mate, you will probably have to rely on evidence that is persua-
sive, not convincing. Rarely will you be able to obtain enough
evidence to be convinced beyond all reasonable doubt.
In order for you to be persuaded, there should be a preponder-
ance of information to support each significant assumption. A
preponderance does not mean that a statistical majority of avail-
able information points to a specific assumption. Rather, a pre-
ponderance of information exists when the weight of available
information tends to support the assumption.
Remember, as an auditor, you are not trying to conclude that any
one given outcome is expected. What you are trying to do is to
determine whether certain assumptions are supportable and, in
turn, provide a reasonable basis for the development of the soft
accounting information.
When evaluating the support for assumptions you should con-
sider whether:
• Sufficient pertinent sources of information about the as-
sumptions have been considered.
• The assumptions are consistent with the sources from
which they were derived.
14
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• The assumptions are consistent with each other.
• The assumptions are consistent with management’s plans.
• The information used to develop the assumptions is reli-
able.
• The logical arguments or theories, considered with the
data supporting the assumptions, are reasonable.
Practical guidance on auditing estimates is available in the
AICPA Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk). This publication includes
information on how to plan effectively for the audit of soft ac-
counting information, gather and assess relevant audit evidence,
and present and disclose proper financial statements. Case exam-
ples and information sources necessary to conduct general busi-
ness and industry research are also included.
Expanding Operations
You should consider the following factors when your client is
adding or expanding products, services, or businesses.
• Management may lack expertise in the new areas. This lack
of expertise may contribute to financial statement mis-
statements and internal control weaknesses. You may want
to assess management’s level of expertise in the new areas of
business and consider that assessment in the determination
of your audit procedures. 
• Management may not properly implement industry-specific
accounting principles related to the new areas. You should
determine that proper accounting principles are being ap-
plied concerning the new areas of business.
• The accounting, operations, and other systems related to
the new areas may lack adequate testing and proper inte-
gration with core systems. Thus, these new systems may
have inadequate internal control, which may result in un-
reliable accounting data. You should consider this when
planning and performing the audit. SAS No. 55, Consider-
ation of Internal Control in a Financial Statement Audit
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(AICPA, Professional Standards, vol. 1, AU sec. 319), as
amended, provides guidance on internal control. 
• The client may fail to comply with regulations attendant to
the new areas of business. The client’s failure to comply may
result from an unfamiliarity with the regulations and a lack
of expertise in the new areas. You may want to inquire about
the regulations that exist in new business areas (to the extent
necessary to perform a proper audit). SAS No. 54, Illegal
Acts by Clients (AICPA, Professional Standards, vol. 1, AU
sec. 317), describes an auditor’s responsibilities regarding vi-
olations of laws or governmental regulations.
Increased Outsourcing of Key Functions
Business process outsourcing is increasing across many different
industries. In an attempt to save money and improve the quality
of their business processes, an increasing number of companies
are outsourcing accounting, human resource, procurement,
claims processing, customer service, and other functions. In-
creases in both the number and complexity of outside services
have created new risks. 
Auditing Considerations
The guidance in SAS No. 70, Service Organizations (AICPA, Pro-
fessional Standards, vol. 1, AU sec. 324), as amended, and in the
AICPA Audit Guide Service Organizations: Applying SAS No. 70,
as Amended (product no. 012772kk), is applicable to the audit of
the financial statements of an entity that obtains services from
another organization that are part of the user organization’s infor-
mation system.
If a client uses a service organization, transactions that affect the
user organization’s financial statements are subjected to controls
that may be physically and operationally removed from the user
organization. Consequently, a user organization’s internal control
may include controls that are not directly administered by the
user organization. For this reason, planning the audit may require
that a user auditor gain an understanding of controls at the ser-
16
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vice organization that may affect the user organization’s financial
statements. This understanding may be gained in several ways,
including obtaining a service auditor’s report. 
SAS No. 55, as amended, states that an auditor should obtain an
understanding of an entity’s internal control sufficient to plan the
audit. This understanding may encompass controls placed in op-
eration by the entity and by service organizations whose services
are part of the entity’s information system. When planning the
audit of a user organization’s financial statements, a user auditor
should determine the significance of the service organization’s
controls to the user organization’s internal control and the asser-
tions embodied in the user organization’s financial statements. If
the user auditor determines that the service organization’s con-
trols are significant to the user organization’s internal control and
financial statement assertions, the user auditor should gain a suf-
ficient understanding of those controls to plan the audit, as re-
quired by SAS No. 55, as amended. Several factors may affect the
significance of a service organization’s controls to a user organiza-
tion’s internal control and financial statement assertions. The
most important factors are the following.
• The nature and materiality of the transactions or accounts
affected by the service organization
• The degree of interaction between internal control at the
user organization and the service organization’s controls
If an auditor is auditing financial statements that contain mater-
ial assertions derived from a service organization’s recordkeeping,
and the user organization is unable to, or elects not to, imple-
ment effective internal control over the processing performed by
the service organization (for example, there is a low degree of in-
teraction), the auditor generally will need to obtain an under-
standing of the controls at the service organization that affect
those transactions.
If the user auditor is unable to obtain sufficient evidence to
achieve his or her audit objectives, the user auditor should qualify
his or her opinion or disclaim an opinion on the financial state-
ments because of a scope limitation.
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Auditors should be familiar with the auditing requirements and
guidance in SAS No. 70 and the Audit Guide Service Organizations:
Applying SAS No. 70, as Amended, if their audit client uses service or-
ganizations. Those requirements and guidance address the effect of a
service organization on a user organization’s internal control, the
user auditor’s assessment of control risk, and other key areas.
Customers With High Levels of Debt
The current high debt levels of U.S. consumers and the high lev-
els of personal bankruptcies pose a possible threat to receivable
balances at many entities. Auditors may need to pay closer atten-
tion to their client’s customer base and more closely evaluate the
collectibility of a client’s accounts receivable. 
The client’s estimate of the level of accounts receivable that may
not be collectible as a result of bad debts is reflected in the al-
lowance for doubtful accounts—an accounting estimate. When
auditing estimates, auditors should be familiar with SAS No. 57,
which provides guidance on obtaining and evaluating sufficient
competent evidential matter to support significant accounting es-
timates used in a client’s financial statements. 
As part of evaluating the reasonableness of the allowance for
doubtful accounts, the auditor should obtain an understanding
of how management developed the estimate and, based on that
understanding, use one or a combination of the following ap-
proaches listed in SAS No. 57.
a. Review and test the process used by management to de-
velop the estimate.
b. Develop an independent expectation of the estimate to
corroborate the reasonableness of management’s estimate.
c. Review subsequent events or transactions occurring before
the completion of field work, including returns, charge-
backs, and payments by customers.
A review of the aging of accounts receivable is often performed.
This may include testing the reliability of the aging report, re-
viewing past due accounts on the report (including the number
18
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and amounts of such accounts), reviewing the client’s prior his-
tory in collecting past due balances, reading customer correspon-
dence files, and so forth. This may be done with the assistance of
the client in obtaining an understanding of how the allowance
was developed and determining whether it is reasonable. 
When testing the reasonableness of the allowance for doubtful
accounts, the auditor may want to also perform some of the fol-
lowing procedures:
a. Obtain publicly-available information on major customers
to determine their ability to honor outstanding obligations
to the company
b. Investigate unusual credit limits or nonstandard payment
terms granted to customers
c. Test subsequent collections of receivables.
Often, the large number of customer accounts makes it difficult
to determine the adequacy of the allowance only by reference to
individual accounts. In such cases, a very useful tool in evaluating
the allowance for doubtful accounts is the application of analyti-
cal procedures. Auditors should follow the guidance in SAS No.
56, Analytical Procedures (AICPA, Professional Standards, vol. 1,
AU sec. 329.02), when performing such work. The following are
examples of the ratios auditors might use to evaluate collectibility
of accounts receivable:
• Accounts receivable turnover indicates how well the com-
pany collects its receivables and is computed as net credit
sales divided by average accounts receivable.
• Bad debts to net credit sales indicates whether writeoffs are
adequate. It is computed as bad debt expense divided by
net credit sales.
• Allowance for doubtful accounts to accounts receivable indi-
cates whether the allowance is adequate. It is computed as
the allowance for doubtful accounts divided by accounts
receivable.
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The auditor may also review revenue and receivables transactions
and fluctuations after the balance-sheet date for items such as
sales, writeoffs, and collections subsequent to year end. This may
provide additional information about the collectibility of the ac-
counts receivable and the reasonableness of the allowance ac-
count on the balance sheet date.
Risky Trading, Hedging, and Derivative Activities
A number of reports have surfaced in business news concerning
an increase in risky trading activities and losses related to im-
proper accounting for derivative instruments and hedging activi-
ties. For example, the mortgage giant Federal Home Loan
Mortgage Corporation (FHLMC, also known as Freddie Mac),
the federally charted private corporation that owns or guarantees
a large portion of U.S. mortgage debt, announced substantial
earnings restatements after having erroneously underreported eq-
uity by billions of dollars. Many derivative instruments held by
Freddie Mac were improperly accounted for. Moreover, hedge ac-
counting was improperly utilized for financial instruments when
the instruments were ineligible for hedge accounting. In addi-
tion, Freddie Mac had problems with held-to-maturity securities. 
Presented below are discussions and reminders about certain top-
ics related to derivatives and trading activities that were at the
heart of the recent reports in the news. Auditors and manage-
ment can learn from the mistakes made by others to help prevent
similar mistakes at their clients and companies.
Lack of Accounting Expertise/Weak Management Control
Some of the problems at Freddie Mac stemmed from a lack of ac-
counting expertise related to derivatives and weak management
control over the instruments. Auditors should assess the experi-
ence senior management has with finance activities. Significant
use of derivatives and securities, particularly complex derivatives,
without relevant expertise within the entity, increases inherent
risk. In addition, infrequent transactions are more likely to be
overlooked by management for consideration of relevant mea-
surement and disclosure issues.
20
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Improper Use of Hedge Accounting
Derivatives are often used in hedging activities as a way to man-
age risk. A hedge generally involves two separate items—the de-
rivative and the hedged item. For example, an entity that uses an
interest rate swap as a hedge enters into an interest rate swap
agreement (the derivative) to protect against interest rate risk as-
sociated with its debt (the hedged item). FASB Statement No.
133, Accounting for Derivative Instruments and Hedging Activities,
states that a primary purpose of hedge accounting is to link items
or transactions whose changes in fair values or cash flows are ex-
pected to offset each other. 
The details of applying hedge accounting will vary depending on
the type of risk hedged. In general, FASB Statement No. 133 pre-
scribes requirements for designation and documentation of the
hedge and the expectation and assessment of hedge effectiveness.
To meet those requirements, management should, at the inception
of the hedge, designate the derivative as a hedge and contempora-
neously formally document the hedging relationship, the entity’s
risk management objective and strategy for undertaking the hedge,
and the method of assessing the effectiveness of the hedge. The
documentation should also identify the hedging instrument, the
hedged item, and the nature of the risk being hedged. 
To qualify for hedge accounting, FASB Statement No. 133 also
requires that an entity, both at inception of the hedge and on an
ongoing basis, must expect that the hedging relationship will be
highly effective in achieving offsetting changes in fair value or
cash flows attributable to the hedged risk during the period the
hedge is designated. FASB Statement No. 133 requires that an
entity define, at the time it designates a hedging relationship, the
method it will use to assess the hedge’s effectiveness. It does not
specify how effectiveness should be assessed other than that it
should be consistent with the risk management strategy docu-
mented for that particular hedging relationship, and that it
should be reasonable. Additionally, FASB Statement No. 133 re-
quires an entity to use the defined method consistently during
the hedge period to assess at inception and on an ongoing basis
whether it expects the hedging relationship to be highly effective
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in achieving offset and to measure the ineffective portion of the
hedge. Finally, FASB Statement No. 133 provides that an entity
should assess effectiveness for similar hedges in a similar manner
and should justify the use of different methods for assessing effec-
tiveness for similar hedges. 
Hedged Items for Which Hedge Accounting Is Not Permitted.
Under the provisions of FASB Statement No. 133, an entity is
prohibited from designating certain items as the hedged item.
Thus, entering into a derivative for the stated purpose of “hedg-
ing” one of these prohibited items would not qualify for hedge
accounting. The derivative would be carried at fair value with the
changes reported in earnings, and the related item would be ac-
counted for in accordance with generally accepted accounting
principles. Paragraphs D50.114 through D50.139 of the FASB
Current Text discuss hedge accounting and specific guidance for
determining whether hedge accounting is permissible.
Inappropriately Using Models Instead of Market Prices
A valuation model should not be used to determine fair value
when generally accepted accounting principles require that the
fair value of an instrument be determined using quoted market
prices. The method for determining fair value may be specified
by generally accepted accounting principles and may vary de-
pending on the industry in which the entity operates or the na-
ture of the entity. The auditor should determine whether
generally accepted accounting principles specify the method to be
used to determine the fair value of the entity’s derivatives and se-
curities, and evaluate whether the determination of fair value is
consistent with the specified valuation method. The fair value of
some derivatives and securities may be estimated by the entity
using a valuation model. Examples of valuation models include
the present value of expected future cash flows, option-pricing
models, matrix pricing, option-adjusted spread models, and fun-
damental analysis. When valuation models are used, the auditor
should obtain evidence supporting management’s assertions
about fair value.
22
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Accounting for Held-to-Maturity Investments
Debt securities that the entity has the positive intent and ability
to hold to maturity are classified as held-to-maturity and reported
at amortized cost. Paragraphs I80.105 and 108 of the FASB Cur-
rent Text (FASB Statement No. 115, Accounting for Certain Invest-
ments in Debt and Equity Securities, paragraphs 8 and 11) describe
situations in which a sale or a transfer of a held-to-maturity secu-
rity may be made without calling into question the entity’s intent
to hold other debt securities to maturity in the future. A sale or a
transfer of a held-to-maturity security for a reason other than
those specified in paragraphs I80.105 and 108 calls into question
whether all other remaining held-to-maturity securities should
continue to be classified in that category. Any remaining held-to-
maturity securities should be reclassified to available-for-sale
when the sale or transfer represents a material contradiction with
the entity’s stated intent to hold those securities to maturity or
when a pattern of such sales has occurred.
Readers should also be aware of the guidance contained in
Emerging Issues Task Force (EITF) Issue No. 96-10, Impact of
Certain Transactions on the Held-to-Maturity Classification Under
FASB Statement No. 115.
Raising Capital Through the Equity and Credit Markets
As the economy continues to post strong gains, some signs are ap-
pearing that more companies may seek equity and credit financ-
ing and the Initial Public Offering market may begin to improve.
As the stock market continues its upswing, entities gain access to
cheaper equity financing. In addition, recent data suggests that
lenders have stopped tightening their underwriting standards
and, therefore, borrowings may increase.
Possible Increased Risk of Overstated Revenue and Earnings
For entities seeking to raise capital, high earnings or sales figures
are among the most convincing data the entity could present to
potential lenders and investors. As such, an auditor may decide
that additional audit procedures directed to the audit of revenues
may be needed to address a possible risk of overstated revenue
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and earnings. Auditors may need to focus on management’s esti-
mates of future product returns that could have a significant ef-
fect on the entity’s earnings or sales figures. Significant revenue
recognized toward the close of the latest audited period merit spe-
cial consideration. Auditors should review the possibility of re-
turns on shipments, the inability of buyers to pay, and
contingencies that may prevent revenue recognition.
Chapter 1 of the AICPA Audit Guide Auditing Revenue in Cer-
tain Industries (product no. 012510kk), provides detailed guid-
ance for auditing revenue assertions, including consideration of
internal control over revenue recognition, analytical procedures,
cutoff tests, vouching, and other substantive tests of details and
evaluating accounting estimates relevant to revenue recognition.
Mergers and Acquisitions Heating Up 
Merger and acquisition activity has been heating up and appears
to be making a comeback after a two-year merger slumber. An
improving economy, rising stock prices, and low interest rates are
driving the uptick in merger activity. This recent merger activity
is unlike the merger mania of the late 1990s. Instead, the current
activity is selective and patient. 
With mergers and acquisitions on the rise, auditors may need to
re-familiarize themselves with the latest accounting standards rel-
evant to mergers and acquisitions Additionally, if your audit en-
gagements involve a merger or acquisition, you should be
prepared to conduct the necessary audit procedures related to
those transactions. 
Applicable Accounting Guidance
FASB Statement No. 141, Business Combinations, addresses fi-
nancial accounting and reporting for business combinations, in-
cluding the application of the purchase method, and the
accounting for goodwill and other intangible assets acquired.
Possible Internal Control Weaknesses
Subsequent to a merger, management typically reduces personnel
and eliminates positions and functions in hopes of saving money
24
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and gaining efficiencies. Management may shift personnel to dif-
ferent positions and alter the way things have always been done.
By making these changes, management risks creating deficiencies
in internal control and in business operations.
Auditors should take these issues into account in their considera-
tion of internal control and their assessment of control risk.
These possible gaps and deficiencies in internal control may af-
fect the nature, timing, and extent of audit testing and may rep-
resent reportable conditions or weaknesses in internal control
that should be communicated to management and the audit
committee. Auditors should refer to the guidance set forth under
SAS No. 55, as amended.
Increased Opportunity for Fraud
Employees may have an increased opportunity to commit fraud
when entities merge. With the shake-ups taking place, employees
can take advantage of a breakdown in internal control, a lack of
segregation of duties, and missing supervisory reviews to commit
fraud. Furthermore, some employees become embittered after a
merger, giving them a rationalization to commit fraud. Auditors
should refer to the guidance set forth in SAS No. 99, Considera-
tion of Fraud in a Financial Statement Audit, when assessing the
risk of fraud.
Spring Loading and Pre-Merger Outlays
An entity acquiring another entity may try to worsen the re-
ported financial performance of the purchased company during
the period immediately preceding the acquisition date, the stub
period. By worsening the financial performance of the acquired
company before the acquisition, management will find it much
easier to report “improved” performance after the acquisition,
thus demonstrating the positive effects of the business combina-
tion and providing a pop in reported earnings. This practice is
often referred to as spring-loading. Generally, the practice involves
accelerating the purchased company’s payment of payables and
other obligations, and writing down investments and other assets
on the purchased company’s books. These practices may not nec-
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essarily violate the letter of any generally accepted accounting
principles (GAAP) standard.
Inappropriately Large Reserves. However, this sort of financial
engineering may involve the deliberate inflation of reserves and
allowances recorded on the acquired company’s books. These in-
flated reserves are then reversed in the period following the acqui-
sition providing a generous burst of earnings growth. Accounts
that can be manipulated like this include:
• Reserves for merger costs.
• Inventory obsolescence allowance.
• Pension allowances.
• Restructuring reserves.
• Reserves for worker’s compensation and medical insurance.
Auditors should be on the lookout for these kinds of accounting
practices and determine that appropriate GAAP is being fol-
lowed. 
Recent Layoffs
Prior to the recent economic upswing, many entities trimmed
their payrolls and reduced their employee work force. Large lay-
offs, staff reductions, and notifications to employees of impend-
ing termination can affect internal control over financial
accounting and reporting systems. Key people and key controls
may be lost during a downsizing. In addition, remaining employ-
ees may feel overwhelmed by their workloads, lack time to com-
plete tasks and consider decisions, and may suffer from low
morale. As such, internal control may become less effective or
completely ineffective.
Auditors should be aware of any layoffs or staff reductions occur-
ring on their audit engagements and consider the following:
• Attention to internal control may no longer be maintained
• As a result of unfilled positions, key control procedures
may no longer be performed, may be performed less fre-
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quently, or may be performed by individuals lacking
proper understanding to identify and correct errors
• Layoffs of information technology personnel may have a
negative effect on the entity’s ability to initiate, process, or
record its transactions, or maintain the integrity of the infor-
mation generated by the information technology system
• Key functions that should be segregated may now be per-
formed by one person
• Changes to the control environment may have altered con-
trol effectiveness and potentially resulted in a material con-
trol weakness
• Changes in internal control caused by past or pending lay-
offs or staff reductions may create an opportunity for
fraudulent activities
Underfunded Pension Plans
Many companies across all industries are facing a mounting cri-
sis—underfunded pension plans. Simply put, many companies
have defined benefit plans in which the obligations owed to re-
tirees exceed the assets in the plans. These companies are faced
with pouring large amounts of cash into those plans to meet legal
requirements and make up the shortfall. The current shortfall in
many of the nation’s pension plans may become a major crisis. So
many pension plans are failing that the Pension Benefit Guaranty
Corporation, the agency that insures and bails out corporate pen-
sion plans, is facing growing deficits and an increasingly precari-
ous financial position. A number of reasons explain the shortfall
in the nation’s pension plans. 
Reasons for the Pension Plan Shortfalls
One reason is the poor returns earned by pension plan assets dur-
ing the recent bear market. During the boom years of the stock
market, pension plan assets, a good portion of which is invested
in stocks, earned substantial returns and kept ahead of pension
obligations. 
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Another reason for the underfunded plans is falling interest rates.
Pension obligations are measured through present value calcula-
tions. As the interest rates used to discount those obligations de-
creases, the present value of the obligations increases. Therefore,
the lower the interest rate, the more a company has to put aside
today to meet future obligations. The House of Representatives
recently passed legislation that would replace the existing bench-
mark rate for calculating pension obligations with a new tempo-
rary benchmark rate that is more favorable to businesses and
results in lower pension obligations. The Senate has not yet voted
on the legislation and readers should stay alert to any final law
that may be passed. 
Finally, some companies have contributed to their pension prob-
lems by spending past pension plan surpluses on other items such
as employee reductions, and retirees’ medical expenses. Now
those surpluses are gone.
Trouble That Can Arise at Your Client and Auditing Advice
Depending on the pension plan, companies with pension plan
shortfalls will be confronting losses which will affect earnings,
cash flow, and equity. Companies will need to fund their pension
plans to meet legal requirements. In addition, companies with
underfunded pension plans face the risk of technically defaulting
on the debt they carry. When the market value of plan assets
under FASB Statement No. 87, Employers’ Accounting for Pen-
sions, falls below the accumulated plan obligation (commonly
known as the APO), the deficiency, along with any prepaid pen-
sion cost, is recorded as additional liability, and for some compa-
nies, a portion of the additional liability is recorded as a reduction
in shareholders’ equity.
Auditors should be aware of this growing problem in the nation’s
pension plans and may need to consider the financial health of
their client’s defined benefit plans and determine whether busi-
ness and audit risks exist, such as a going concern problem. In ad-
dition, auditors may need to determine whether disclosure in the
financial statements is warranted, based on the pension circum-
stances at each client.
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Unrealistic Pension and Other Postretirement 
Plan Assumptions
The key assumptions used by management in recording account-
ing estimates related to their company’s pension plan and other
postretirement plans may be unrealistic and lead to material mis-
statement in the financial statements.
Management needs to continually monitor the key assumptions
used in measuring pension benefit obligations, returns on plan
assets, and periodic service cost. Principal actuarial assumptions
include discount rates, participation rates, and factors affecting
the amount and timing of future benefit payments. FASB State-
ments No. 87 and No. 106, Employers’ Accounting for Postretire-
ment Benefits Other Than Pensions, indicate that each assumption
shall reflect the best estimate solely with respect to that individual
assumption on the applicable measurement date.
Furthermore, if activity within an existing plan, such as earnings
or returns on invested plan assets, has a material impact on the
company’s liquidity, capital resources, or results of operations,
that activity should be discussed in MD&A.
Cash-Balance Plan Developments to Watch 
Many companies have switched their defined benefit plans to
cash-balance plans. Now, a couple of federal court rulings involv-
ing IBM and Xerox have cast serious doubt on the future viability
of cash-balance plans. The courts declared that the companies vi-
olated age discrimination laws and miscalculated payouts. These
rulings are being appealed. If the appeals fail, cash-balance plans
may become illegal and abandoned by companies. Related to this
issue, the FASB has a project underway that would interpret
FASB Statement No. 87 and address the measurement of obliga-
tions under cash-balance plans. EITF Issue No. 03-4, Accounting
for Cash Balance Pension Plans, contains some accounting guid-
ance on these plans, but EITF Issue No. 03-4 is still open and
only parts of it have been ratified. If your client has a cash-bal-
ance pension plan, you should keep abreast of this ongoing issue
and FASB project.
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Expensing Stock Options
Although most companies do not expense stock options, a grow-
ing number of companies are adopting the requirements of FASB
Statement No. 123, Accounting for Stock-Based Compensation, and
expensing their stock options. In fact, the FASB recently met to
deliberate proposed rules on stock option expensing and decided
to mandate the expensing of stock options beginning in 2005.
The FASB plans on issuing an exposure draft of a proposed State-
ment addressing equity-based compensation during the first
quarter of 2004. Readers should refer to the FASB Web site at
www.fasb.org/project/equity-based_comp.shtml for complete in-
formation about this project.
The effect on a company’s financial statements of expensing stock
options could be significant. Data suggests that approximately 20
percent of reported earnings of many corporations would be
erased if they had expensed their stock options.
Another Cost That Can Be Manipulated
Given the growing number of companies choosing to expense
stock options, auditors are reminded of the risks that exist in im-
plementing the fair value provisions of FASB Statement No. 123
and expensing stock options. Stock option expense is another
cost that can be manipulated by management intent on manag-
ing the bottom line. In addition, valuing stock options involves
complicated measurements, assumptions, and management judg-
ment. See the discussion about “Manipulation of Accounting Es-
timates and Accruals” in the “Rising Earnings, Increased Capital
Investment, and Expanding Operations” section of this Alert for
more guidance.
Recognizing Revenue Prematurely
Recent headline-making investigations into accounting practices at
a large corporation are focused on allegations that the company
booked revenue related to software contracts improperly and pre-
maturely in an effort to inflate sales and meet revenue targets. This
investigation should serve to remind auditors to be on the lookout
for similar practices, and pay careful attention to how revenue is
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recognized, at the client. Remember that many of the accounting
scandals occurring of late involve accounting practices designed to
artificially inflate revenues. In fact, revenue recognition problems
are usually the primary reason for financial restatements.
Improper accounting related to revenue recognition ranges from
stretching the accounting rules (for example, recognizing rev-
enues before they are earned) to falsifying sales in an effort to
manage earnings. Therefore, auditors need to pay attention to
warning signals that may indicate increased audit risk with re-
spect to revenue recognition and respond with appropriate pro-
fessional skepticism and additional audit procedures.
Because material misstatements due to fraudulent financial re-
porting often result from an overstatement or understatement of
revenues, SAS No. 99 states that you should ordinarily presume
that there is a risk of material misstatement due to fraud relating
to revenue recognition.
Accounting Considerations
Paragraph 83 of FASB Statement of Financial Accounting Con-
cepts (Concepts Statement) No. 5, Recognition and Measurement
in Financial Statements of Business Enterprises, states that recogni-
tion of revenue involves consideration of two factors: (a) being
realized or realizable, and (b) being earned. Paragraph 83b states:
Revenues are not recognized until earned. An entity’s revenue-
earning activities involve delivering or producing goods, ren-
dering services, or other activities that constitute its ongoing
major or central operations, and revenues are considered to
have been earned when the entity has substantially accom-
plished what it must do to be entitled to the benefits repre-
sented by the revenues.
Additional guidance with respect to revenue recognition is found
in numerous pronouncements, including:
• Accounting Research Bulletin (ARB) No. 45, Long-Term
Construction-Type Contracts.
• FASB Statement No. 48, Revenue Recognition When Right
of Return Exists.
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• FASB Statement No. 86, Accounting for the Costs of Com-
puter Software to Be Sold, Leased, or Otherwise Marketed.
• SOP 81-1, Accounting for Performance of Construction-Type
and Certain Production-Type Contracts.
• SOP 97-2, Software Revenue Recognition, and SOP 98-9,
Modification of SOP 97-2, Software Revenue Recognition,
With Respect to Certain Transactions.
• Technical Practice Aids, Section 5100, “Revenue Recogni-
tion.”
• SOP 00-2, Accounting by Producers or Distributors of Films.
• Numerous EITF Issues, including Issue No. 00-21, Ac-
counting for Revenue Arrangements With Multiple Deliver-
ables, and Issue No. 00-22, Accounting for ‘Points’ and
Certain Other Time-Based or Volume-Based Sales Incentive
Offers.
• SEC Staff Accounting Bulletin (SAB) No. 101, Revenue
Recognition in Financial Statements.
Criteria for Revenue Recognition. Transactions should meet the
following criteria before revenue is recognized:
• There is persuasive evidence of an arrangement.
• Delivery has occurred or services have been rendered.
• The seller’s price to the buyer is fixed or determinable.
• Collectibility is reasonably assured.
Although these criteria are general, they provide guidance for rev-
enue recognition relating to most traditional business models.
For public companies that do not employ traditional business
models, such as e-commerce companies, SAB No. 101 provides
additional guidance on these revenue recognition issues:
• Timing of approval for sales agreements
• “Side” arrangements to the master contract
• Consignment or financing arrangements
32
ARA-GEN03.QXD  12/3/03  5:08 PM  Page 32
33
• Criteria for delivery (bill and hold sale)
• Layaway programs
• Nonrefundable, up-front fees
• Cancellation or termination provisions
• Membership fees or services
• Contingent rental income
• Right of return
SAB No. 101 and the SEC’s SAB No. 101 Frequently Asked Ques-
tions (FAQ) (www.sec.gov/info/accountants/sab101faq.htm) are
valuable and comprehensive sources of guidance on revenue
recognition. 
Auditing Considerations
Be aware of certain factors or conditions that may indicate in-
creased audit risk of improper, aggressive, or unusual revenue
recognition practices. Management may be aware they are over-
stating revenue or may simply believe they are reflecting eco-
nomic substance from their perspective. Be alert for significantly
unusual or complex transactions, especially those that occur at or
near the end of a reporting period. Revenue recognition princi-
ples are sometimes difficult to apply and often vary by industry. A
high level of care is always required in this area.
Extensive Guidance Available
The AICPA Audit Guide Auditing Revenue in Certain Industries
(product no. 012510kk), provides a description of accounting
principles related to revenue recognition, including an appendix
listing applicable pronouncements. This Guide also contains ex-
tensive guidance on how to audit the area of revenue recognition.
Accounting for and Auditing Vendor Rebates
Problems related to the accounting for rebates and allowances re-
ceived from vendors have been in the news more prominently, as
certain companies have been restating their earnings due to the
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improper recording of these rebates. Given the growing popular-
ity and variety of vendor rebate programs, especially in the retail
industry, the potential for abuse is large.
Vendor rebates basically are discounts or payments customers re-
ceive from their vendors in return for providing lucrative shelf
space for the vendor’s products, hitting sales targets, funding pro-
motions, and other similar activities. The dollars involved are
often large. For instance, recent data suggests that for supermar-
kets, vendor rebates and allowances represent 5.5 to 7.0 percent
of sales. These rebate programs can be simple or complicated be-
cause much diversity exists in the structuring of these incentive
programs.
Accounting for Vendor Rebates
EITF Issue No. 02-16, Accounting by a Customer (Including a Re-
seller) for Certain Consideration Received From a Vendor, states that
cash consideration received by a customer from a vendor is pre-
sumed to be a reduction of the prices of the vendor’s products or
services and should, therefore, be characterized as a reduction of
cost of sales when recognized in the customer’s income statement. 
That presumption is overcome when the consideration is either
(a) a reimbursement of costs incurred by the customer to sell the
vendor’s products, in which case the cash consideration should be
characterized as a reduction of that cost when recognized in the
customer’s income statement, or (b) a payment for assets or ser-
vices delivered to the vendor, in which case the cash consideration
should be characterized as revenue when recognized in the cus-
tomer’s income statement.
EITF Issue No. 02-16 also states that a rebate or refund of a spec-
ified amount of cash consideration that is payable only if the cus-
tomer completes a specified cumulative level of purchases or
remains a customer for a specified time period should be recog-
nized as a reduction of the cost of sales based on a systematic and
rational allocation of the cash consideration offered to each of the
underlying transactions that results in progress by the customer
toward earning the rebate or refund, provided the amounts are
reasonably estimable.
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As such, when a company receives a rebate from a vendor, unless
the exceptions explained above and in EITF Issue No. 02-16
apply, the amounts should be recorded as a reduction in cost of
sales and not as revenue.
An Added Note
The EITF is considering EITF Issue No. 03-10, Application of
EITF Issue No. 02-16 by Resellers to Sales Incentives Offered to Con-
sumers by Manufacturers. The matter to be addressed in this EITF
Issue is whether consideration received by a reseller in the form of
a reimbursement by the vendor for honoring the vendor’s sales
incentives offered directly to consumers (for example, coupons)
should be recorded as revenue or as a reduction of the cost of the
reseller’s purchases from the vendor under the guidance in EITF
Issue No. 02-16. As of the writing of this Alert, the EITF plans
on developing a draft abstract for this Issue.
Auditing Considerations—Potential for Fraud and 
Earnings Management
Auditing the accounting for vendor rebates and allowances can be
challenging. The information related to vendor rebates is often
easily manipulated. Management can utilize vendor rebates to in-
flate sales and manage earnings and financial results. Auditors can
use the confirmation process to test vendor rebate and allowance
amounts by confirming the amounts and important information
directly with the vendor’s accounts department. However, a risk
exists that the auditor may receive false confirmation replies from
the vendor if the vendor cooperates with the client to report false
amounts and information on the confirmation replies. Remem-
ber that a vendor may highly value its business relationship with
a customer and may be pressured into fraudulent activity to
maintain that relationship. 
Based on their risk assessment and planning procedures, auditors
may want to perform other auditing procedures to sufficiently cor-
roborate vendor rebate information. For example, auditors can re-
view agreements between the client and the vendor, perform
substantive analytical tests on revenue and inventory balances in a
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search for unusual patterns, and review a client’s history of collect-
ing vendor payments. 
Accounting Estimates May Be Involved. The accounting guidance
in EITF Issue No. 02-16, in certain cases as stated above, allows for
recognizing a rebate as a reduction of the cost of sales based on a
systematic and rational allocation of the cash consideration offered
to each of the underlying transactions that results in progress by the
customer toward earning the rebate or refund, provided the
amounts are reasonably estimable. As a result, management esti-
mates will need to be developed in those situations. Accounting es-
timates are easily subject to aggressive accounting practices and,
therefore, are a means to manage earnings. Auditors may need to
pay special attention to accounting estimates developed in connec-
tion with vendor rebates. See the auditing guidance about account-
ing estimates above in the section titled “Rising Earnings, Increased
Capital Investment, and Expanding Operations.”
Implementing FASB Statement No. 150
Auditors and client management need to be aware of the issuance
of FASB Statement No. 150, Accounting for Certain Financial In-
struments With Characteristics of Both Liabilities and Equity, and
get up to speed with understanding its provisions and implica-
tions. Implementing the provisions of FASB Statement No. 150
may increase the amount of debt reported by some entities,
which could affect their relationships and agreements with in-
vestors, creditors, and others. For example, the increased debt on
the balance sheet may cause a company to violate its loan
covenants. Many companies will be affected by this new State-
ment. For instance, the new accounting provisions affect stock
buy-back agreements. These agreements are common in pri-
vately-held companies. Also, the new accounting provisions af-
fect how companies report their interests in joint ventures,
thereby significantly affecting the financial reporting of numer-
ous entities, including real estate investment trusts. 
Clearly, auditors need to talk to their clients about the provisions
of FASB Statement No. 150 and clients need to communicate
36
ARA-GEN03.QXD  12/3/03  5:08 PM  Page 36
37
with their bankers and others about the financial reporting impli-
cations of the new Statement.
Brief Summary of Accounting Provisions
FASB Statement No. 150 requires an entity to classify the follow-
ing instruments as liabilities (or assets in some circumstances):
• A financial instrument issued in the form of shares that is
mandatorily redeemable—that embodies an unconditional
obligation requiring the issuer to redeem it by transferring
its assets at a specified or determinable date (or dates) or
upon an event that is certain to occur 
• A financial instrument other than an outstanding share
that, at inception, embodies an obligation to repurchase
the issuer’s equity shares, or is indexed to such an obliga-
tion, and that requires or may require the issuer to settle
the obligation by transferring assets (for example, a for-
ward purchase contract or written put option on the is-
suer’s equity shares that is to be physically settled or net
cash settled)
• A financial instrument that embodies an unconditional
obligation, or a financial instrument other than an out-
standing share that embodies a conditional obligation, that
the issuer must or may settle by issuing a variable number
of its equity shares, if, at inception, the monetary value of
the obligation is based solely or predominantly on any of
the following:
a. A fixed monetary amount known at inception, for ex-
ample, a payable settleable with a variable number of
the issuer’s equity shares
b. Variations in something other than the fair value of the is-
suer’s equity shares, for example, a financial instrument
indexed to the Standard and Poor’s 500 and settleable
with a variable number of the issuer’s equity shares
c. Variations inversely related to changes in the fair value of
the issuer’s equity shares—for example, a written put
option that could be net share settled
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The requirements of FASB Statement No. 150 apply to issuers’
classification and measurement of freestanding financial instru-
ments, including those that comprise more than one option or
forward contract. Readers should take note that the FASB has de-
layed the effective date of certain provisions of FASB Statement
No. 150. See FASB Staff Position (FSP) FAS 150-3 for exact in-
formation.
The above section was only a brief summary of the provisions of
FASB Statement No. 150. Auditors should obtain and read the
actual Statement which can be accessed on AICPA reSOURCE
Audit and Accounting Literature Online product.
Related FASB Staff Positions and EITF Issues
As of the writing of this Alert, four FSPs have been issued related
to FASB Statement No. 150. Depending on the circumstance at
your client, you may need to become familiar with the guidance
in these FSPs. The FSPs can be accessed at www.fasb.org/
fasb_staff_positions/final_fsp.shtml, and they are:
• FSP FAS 150-1, Issuer’s Accounting for Freestanding Finan-
cial Instruments Composed of More Than One Option or For-
ward Contract Embodying Obligations Under FASB
Statement No. 150
• FAS 150-2, Accounting for Mandatorily Redeemable Shares
Requiring Redemption by Payment of an Amount That Dif-
fers From the Book Value of Those Shares, Under FASB State-
ment No. 150
• FAS 150-3, Effective Date and Transition for Mandatorily
Redeemable Financial Instruments of Certain Nonpublic En-
tities of FASB Statement No. 150
• FAS 150-4, Issuers’ Accounting for Employee Stock Owner-
ship Plans Under FASB Statement No. 150
In addition to the FSPs, a number of EITF Issues are affected by
FASB Statement No. 150. A list of them can be found at www.
fasb.org/eitf/eitf_affected_by.shtml.
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Implementing New Consolidation Rules
FASB Interpretation (FIN) No. 46, Consolidation of Variable In-
terest Entities, an interpretation of ARB No. 51, was issued to ad-
dress consolidation by business enterprises of entities to which
the usual condition of consolidation described in ARB No. 51,
Consolidated Financial Statements, does not apply because either
the equity investors in an entity (a) do not have the characteristics
of a controlling financial interest, or (b) do not have sufficient eq-
uity at risk for the entity to finance its activities without addi-
tional subordinated financial support. An entity lacking one of
these characteristics is referred to as variable interest entity (VIE).
FIN No. 46 governs how entities should assess interests in other
entities in determining whether to consolidate (or deconsolidate)
that entity. Many entities will be implementing the provisions of
this Interpretation and auditors may need to ensure that they un-
derstand the requirements of FIN No. 46 and determine whether
management is complying with those requirements. 
Note that many of the entities subject to FIN No. 46 are com-
monly referred to as special purpose entities (SPE), but some are
not. In addition, some SPEs may not be subject to FIN No. 46.
Every Relationship Should Be Assessed
FIN No. 46 requires an assessment of every relationship between
an enterprise and another legal entity. Legal entities include
grantor trusts, limited liability corporations, partnerships, corpo-
rations, and other trusts. Broadly stated, an entity that must de-
termine consolidation in accordance with FIN No. 46 is known
as a VIE and an entity that is required to consolidate a VIE is
known as a primary beneficiary.
Scope Exclusions 
FIN No. 46 excludes from its scope the following entities:
• Not-for-profit organizations
• Employee benefit plans
• Registered investment companies
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• Transferors to and holders of a variable interest in a quali-
fied special purpose entity (QSPE), as defined by FASB
Statement No. 140
• Separate accounts of life insurance companies
Relationships and Situations That May Need to Be Evaluated
Under FIN No. 46 
There are many possible relationships an enterprise may have
with other legal entities that are VIEs. For example, a company
may participate in joint ventures with outside investors that may
be VIEs. Swap agreements and derivative instruments between
entities, even if used for hedging purposes, need to be evaluated.
Management needs to evaluate equity method investments,
leases, trust accounts, and loans as potential relationships with a
VIE that may trigger consolidation. Real estate limited partner-
ships, including affordable housing partnerships, are examples. In
connection with the issuance of FIN No. 46, many entities have
begun to restructure their leasing entities and many synthetic
leases have been unwound. 
Related FASB Literature
FIN No. 46 nullifies portions or all of EITF Issue No. 90-15, Im-
pact of Nonsubstantive Lessors, Residual Value Guarantees and
Other Provisions in Leasing, and EITF Issue No. 96-21, Imple-
mentation Issues in Accounting for Leasing Transactions Involving
Special Purpose Entities. Standards for capitalization such as 3-per-
cent minimum equity no longer apply when voting interest enti-
ties are involved. The provisions of FIN No. 46 govern when a
variable interest must be analyzed. Additionally, the FASB has re-
cently issued a total of seven FASB Staff Positions in applying var-
ious provisions of FIN No. 46, and can be found at www.fasb.
org/fasb_staff_positions/final_fsp.shtml. Also, FIN No. 45,
Guarantor’s Accounting and Disclosure Requirements for Guaran-
tees, should be used in conjunction with FIN No. 46 when ana-
lyzing off-balance-sheet financings.
New Proposed Interpretation. The FASB has issued an exposure
draft of a proposed modification of FIN No. 46. The exposure
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draft addresses seventeen modifications to FIN No. 46 in an at-
tempt to clarify the guidance, provide certain limited-scope ex-
ceptions, and provide for more consistent application of FIN No.
46. The exposure draft can be obtained at www.fasb.org/draft/.
Audit Considerations
Accurately applying the guidance in FIN No. 46 can be challeng-
ing. Determining whether an entity is a VIE, identifying the pri-
mary beneficiary, and computing an entity’s expected losses and
expected residual returns can be difficult and may rely heavily on
the use of management judgment. Depending on the circum-
stances, auditors may need to gain a solid understanding of FIN
No. 46 and engage specialists if the need arises.
Also, auditors need to be aware that primary beneficiaries will
need audited financial statements of the VIE for consolidation.
One should plan for the audits of potential entities as early as
possible, since evaluating such items as historical information and
deciding which investor will bear the additional cost of the audit
is instrumental and may be difficult to negotiate in practice.
Deferral of Implementation Date
FASB Staff Position FIN 46-6 defers to the fourth quarter of
2003 from the third quarter the implementation date for FASB
FIN No. 46. This deferral only applies to VIEs that existed prior
to February 1, 2003. The complete text of FSP FIN 46-6 can be
found at the FASB Web site.
After-Hours Trading
See the AICPA Audit Risk Alerts, Securities Industry Develop-
ments—2003/04 and Investment Companies Industry Develop-
ments—2003/04 for a discussion of the recent investigations into
shady sales practices, market timing, and after-hours trading abuses
in the mutual fund industry. Auditors involved in reporting on
controls in place at service organizations (SAS No. 70 audits), may
need to be aware of these abuses and investigations if the service or-
ganization is involved in securities transactions. The SEC staff is
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currently considering new rules and rule amendments designed to
prevent late-trading abuses and curb market-timing abuses. 
Audit Considerations for Service Auditors
Auditors engaged to issue a report on a service organization’s con-
trols may need to consider and address the risks of after-hours
trading and improper market-timing activity if the service orga-
nization is involved with securities transactions. Also, in the
course of performing procedures at a service organization, a ser-
vice auditor may become aware of fraud or illegal acts (such as
late-trading activities) attributable to the service organization’s
systems, management, or employees. SAS No. 70, as amended
(AU sec. 324.23), states that in such circumstances, unless clearly
inconsequential, the service auditor should determine from the
appropriate level of the service organization’s management
whether this information has been communicated to the affected
user organizations. If management of the service organization has
not communicated this information and is unwilling to do so,
the service auditor should inform the service organization’s audit
committee or others with equivalent authority. If the audit com-
mittee does not respond appropriately, the service auditor should
consider whether to resign from the engagement. 
Escalating Hedge Fund Risks
The hedge fund industry (investment pools for institutions, cor-
porations, and wealthy individuals) is comprised of approxi-
mately 6,000 firms, operating with light regulatory oversight.
The industry and the investment dollars it has under manage-
ment are increasing and are expected to continue growing into
the future. Unfortunately, the hedge fund industry is experienc-
ing more cases of fraud and poor investment decisions. Swindlers
and con artists are attracted to the hedge fund industry and in-
vestors could lose significant sums of money. 
Hedge funds use computer modeling and derivatives in hope of
producing a profit. They typically engage in complicated trading
strategies. Such strategies, designed to “hedge” investors from
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changes in currency and interest rates, require traders to predict
the direction of those changes. 
Auditors should be aware if their clients invest in hedge funds
and should apply the guidance contained in SAS No. 92, Audit-
ing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards, vol. 1, AU sec. 332),
and its companion Audit Guide (product no. 012520kk).
Public Companies Complying With Sarbanes-Oxley
The SEC and the Public Company Accounting Oversight Board
(PCAOB) have been active in issuing and proposing rules imple-
menting the provisions of the Sarbanes-Oxley Act of 2002. A
wealth of information about the provisions of the Sarbanes-
Oxley Act is available on the AICPA Web site at www.aicpa.org/
sarbanes/index.asp. See the section of this Alert titled “Key Regu-
latory Developments Related to the Audits of Public Companies”
for more information about recent rules and standards related to
the Sarbanes-Oxley Act.
The provisions of the Sarbanes-Oxley Act and the rules of the
SEC and the PCAOB generally apply to public companies and
the auditors of public companies. Public companies are currently
implementing the SEC rules and provisions of the Sarbanes-
Oxley Act. Three significant areas that they are addressing are a)
complying with Sarbanes-Oxley Section 404 on internal control
reporting, b) complying with Sarbanes-Oxley Sections 302 and
906 certifications, and c) complying with Sarbanes-Oxley Section
301 Requirements for Audit Committees.
Complying With Sarbanes-Oxley Section 404—Internal
Control Reporting
As directed by Section 404 of the Sarbanes-Oxley Act, the SEC
adopted, in May 2003, rules requiring companies subject to the re-
porting requirements of the Securities Exchange Act of 1934, other
than registered investment companies, to include in their annual
reports a report of management on the company’s internal control
over financial reporting. The SEC’s rules implementing Section
404 can be obtained at www.sec.gov/rules/final/33-8238.htm.
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The internal control report must include a) a statement of man-
agement’s responsibility for establishing and maintaining ade-
quate internal control over financial reporting for the company,
b) management’s assessment of the effectiveness of the company’s
internal control over financial reporting as of the end of the com-
pany’s most recent fiscal year, c) a statement identifying the
framework used by management to evaluate the effectiveness of
the company’s internal control over financial reporting, and d) a
statement that the registered public accounting firm that audited
the company’s financial statements included in the annual report
has issued an attestation report on management’s assessment of
the company’s internal control over financial reporting. Under
the new rules, a company is required to file the registered public
accounting firm’s attestation report as part of the annual report. 
Furthermore, the SEC added a requirement that management
evaluate any change in the company’s internal control over finan-
cial reporting that occurred during a fiscal quarter that has mate-
rially affected, or is reasonably likely to materially affect, the
company’s internal control over financial reporting.
Management teams at public companies are currently spending
lots of money and effort tackling the challenges of complying
with these new SEC rules and Section 404 of the Sarbanes-Oxley
Act. Evidence suggests that many public companies are still un-
prepared to assess and report on their internal control over finan-
cial reporting. 
Some Key Points to Remember About Section 404
• The Sarbanes-Oxley Act does not specify an internal con-
trol framework to use when making management’s assess-
ment on internal control. However, the COSO
Framework is the best known and is widely available. You
can purchase the COSO Framework through the AICPA
store at www.cpa2biz.com.
• Management’s report must address not just the design of
controls, but also their operating effectiveness. Thus, test-
ing of controls must be performed by management.
44
ARA-GEN03.QXD  12/3/03  5:08 PM  Page 44
45
• The nature of a company’s testing activities depends largely
on the company’s circumstances, the type of control in-
volved, and the significance of such control to the com-
pany’s financial reporting.
• In developing its assessment of internal control over finan-
cial reporting, a company must maintain evidential matter,
including documentation, to provide reasonable support
for the assessment.
Compliance Dates
The following compliance dates apply to companies other than
registered investment companies. A company that is an “acceler-
ated filer,” as defined in Exchange Act Rule 12b-2, as of the end of
its first fiscal year ending on or after June 15, 2004, must begin to
comply with the management report on internal control over fi-
nancial reporting disclosure requirements in its annual report for
that fiscal year. A company that is not an accelerated filer as of the
end of its first fiscal year ending on or after June 15, 2004, includ-
ing a foreign private issuer, must begin to comply with the annual
internal control report for its first fiscal year ending on or after
April 15, 2005. A company must begin to comply with the re-
quirements regarding evaluation of any material change to its inter-
nal control over financial reporting in its first periodic report due
after the first annual report required to include a management re-
port on internal control over financial reporting. Companies may
voluntarily comply with the new disclosure requirements before
the compliance dates. 
Considerations for Auditors of Public Companies
Standard to Follow When Reporting on Management’s Assess-
ment of Internal Control. As stated above, public companies
must have their auditors issue a report on management’s assess-
ment of the company’s internal control over financial reporting.
The PCAOB has issued a proposed standard titled An Audit of In-
ternal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements, which will provide guid-
ance and requirements for auditors to perform that audit and
issue a report on management’s assessment of the company’s in-
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ternal control over financial reporting. See the section below ti-
tled “PCAOB Developments” for information about the pro-
posed standard.
Getting Involved in Management’s Process. Complying with the
requirements of Sarbanes-Oxley Section 404 is a major project
for public companies. They are assessing their control environ-
ment, systems capabilities, and basic accounting practices, identi-
fying and documenting significant controls, evaluating the
controls, documenting the test results, evaluating and correcting
deficiencies, and ultimately preparing a report. Given the scope
and importance of this project, the auditor should be involved in
the process. The auditor and management should communicate
with one another about Section 404 compliance activities on a
regular basis. Management may want to confirm its approach
with the auditor and determine whether the body of documenta-
tion and evidence it plans to accumulate during its assessment
process is acceptable to the auditor.
Auditor Independence Concerns. The Sarbanes-Oxley Act and
the SEC rules implementing Section 404 of the Sarbanes-Oxley
Act require the auditor to be independent to perform an audit
of internal control over financial reporting. Under the SEC’s
Rule 2-01 on auditor independence, an auditor impairs his or
her independence if the auditor audits his or her own work, in-
cluding any work on designing or implementing an audit
client’s internal control system. The PCAOB’s proposed stan-
dard referred to above explicitly prohibits the auditor from ac-
cepting an engagement to provide an internal control-related
nonaudit service to an audit client that has not been specifically
pre approved by the audit committee. In other words, the audit
committee would not be able to pre approve internal control-
related nonaudit services as a category. Rather, each specific en-
gagement would be required to be specifically pre approved.
While the PCAOB has not proposed to provide specific guid-
ance on permissible internal control-related nonaudit service in
its proposed standard on the audit of internal control, the
PCAOB intends to conduct an in-depth evaluation of indepen-
dence requirements in the future. The PCAOB may, as a result
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of its evaluation, amend the independence information in-
cluded in the proposed auditing standard. 
The SEC’s independence rules would prohibit the company from
relying on its auditors to perform the evaluation of the effective-
ness of internal controls. An auditor may assist with the work but
management must continue to make all final decisions, exercise
its own judgment in performing the analysis, and be in charge of
the work being done.
Complying With Sarbanes-Oxley Sections 302 and 
906 Certifications
In August 2002, the SEC adopted final rules for “Certification of
Disclosure in Companies’ Quarterly and Annual Reports.” In re-
sponse to Section 302(a) of the Sarbanes-Oxley Act of 2002,
CEOs and Chief Financial Officers (CFOs), or persons perform-
ing similar functions, are now required to certify the financial
and other information contained in quarterly and annual reports
and make certain disclosures. This is the more extensive certifica-
tion, including (among other things) a) the accuracy of the filed
report, b) the design of the issuer’s internal accounting controls,
and c) the disclosure to the audit committee of any material
weaknesses in those controls.
The Section 906 certification requirement became effective
upon enactment of the Sarbanes-Oxley Act in July 2002. Section
906 certifications, which are collected by the SEC for the De-
partment of Justice (DOJ), are intended to satisfy the needs of
the DOJ, basically saying that the report complies with the Se-
curities Exchange Act of 1934, as amended. Section 906 certifi-
cations are required for all periodic reports filed with the SEC.
Each of these certifications has a distinct level of liability associ-
ated with them.
In May 2003, the SEC made amendments to its rules to require
issuers to provide the certifications required by Sections 302 and
906 of the Sarbanes-Oxley Act as exhibits to certain periodic re-
ports. In October 2003, the SEC staff announced that employee
benefit plan reports and reports on Form 8-K will be exempt
from certification.
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Complying With Sarbanes-Oxley Section 301 Requirements
for Audit Committees
In April 2003, the SEC adopted a final rule that directs the na-
tional securities exchanges and national securities associations to
prohibit the listing of any security of an issuer that is not in com-
pliance with the audit committee requirements mandated by the
Sarbanes-Oxley Act. The rule implements the requirements of
Section 10A(m)(1) of the Securities Exchange Act of 1934, as
added by Section 301 of the Sarbanes-Oxley Act. Under the rule,
listed issuers must be in compliance with the new listing rules by
the earlier of their first annual shareholders meeting after January
15, 2004, or October 31, 2004. Foreign private issuers and small
business issuers will have additional time to comply.
Public companies are currently assessing and designing their
audit committees to meet the requirements of Section 301 of the
Sarbanes-Oxley Act. Section 301 requires:
• Each member of the audit committee shall be a member of
the board of directors of the issuer, and shall otherwise be
independent.
• “Independent” is defined as not receiving, other than for
service on the board, any consulting, advisory, or other
compensatory fee from the issuer, and as not being an affil-
iated person of the issuer or any subsidiary thereof.
• The SEC may make exemptions for certain individuals on
a case-by-case basis.
• The audit committee of an issuer shall be directly responsi-
ble for the appointment, compensation, and oversight of
the work of any registered public accounting firm em-
ployed by that issuer.
• The audit committee shall establish procedures for the “re-
ceipt, retention, and treatment of complaints” received by the
issuer regarding accounting, internal controls, and auditing.
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• Each audit committee shall have the authority to engage
independent counsel or other advisors, as it determines
necessary, to carry out its duties.
• Each issuer shall provide appropriate funding to the audit
committee.
Fraudulent Financial Reporting
Recent Developments
Recent incidents of fraud in the news (HealthSouth and Qwest
are examples) largely concern fraudulent acts designed to report
inflated earnings and embellished financial performance. These
recent fraud cases involved matters such as:
• Creating deals and transactions for no other purpose but to
inflate revenues and profits.
• Company managers experiencing enormous pressure to
achieve their financial goals in any way possible.
• Company accounting and financial personnel meeting to
falsify financial amounts and devise ways to inflate earnings.
• Pressuring vendors from whom the company made pur-
chases to buy services from the company in return, in an
attempt to increase revenues.
• Improperly accounting for swaps or nonmonetary transac-
tions.
• Pumping up cash accounts knowing that inexperienced
auditing staff members usually audit cash.
Auditor’s Response
The risk of material misstatement due to fraud of the client’s fi-
nancial statements is something that the auditor always needs to
consider and pay careful attention to. SAS No. 99 provides the
auditing requirements and guidance for considering fraud in an
audit. All auditors should have a solid understanding of the re-
quirements of SAS No. 99 and follow those requirements in their
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audit engagements. SAS No. 99’s companion practice aid, Fraud
Detection in a GAAS Audit—SAS No. 99 Implementation Guide,
offers additional guidance.
An auditor may want to take a look at the recent fraudulent ac-
tivities presented in the above list and determine whether risks of
such activities exist at his or her client. In other words, auditors
can do a better job of considering fraud at the client by learning
lessons from recent frauds at other companies. Do unusual deals
and transactions receive enough attention in the audit? Do you
get the sense that financial managers at your client are in fear of
missing their numbers? Are nonmonetary transactions properly
accounted for? Who is auditing cash, and is the work well super-
vised and reviewed?
The FBI Story
The following article was prepared by the Economic Crimes Unit
of the Federal Bureau of Investigation (FBI). The article is in-
tended to help CPAs better understand the FBI’s recent experi-
ence with corporate fraud, better appreciate the scope and
seriousness of fraud, and learn about some commonly used ac-
counting frauds identified by the FBI.
Investigating Corporate Fraud
Background
When the Enron scandal surfaced in late 2001, stockholders
and business analysts struggled to comprehend how a seem-
ingly indestructible energy giant could lie in ruins amidst one
of the largest business frauds in United States history. At that
time, Enron appeared to be an anomaly in terms of fraudulent
financial reporting to the public. Less than two years later,
however, the FBI is now investigating 137 cases of corporate
fraud and the list continues to expand. Approximately three to
six new investigations are initiated each month. The majority
of these cases involve losses to investors in excess of $100 mil-
lion dollars. The shareholder loss surpasses $1 billion dollars in
at least 16 cases.
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Although investigations regarding Enron, Worldcom, and
HealthSouth attract significant media attention, the impact of
corporate fraud on individual shareholders is similar regardless
of whether they invested with a Fortune 500 Company or a
lesser-known corporation. After the fraud is exposed, the value
of their shares decreases significantly or become worthless. 
In July 2002, President Bush formed a task force comprised of
senior executives from numerous federal agencies to address
the barrage of corporate fraud cases that surfaced after Enron. 
As the lead agency dedicated to investigating corporate fraud,
the FBI has focused its efforts on cases which involve account-
ing schemes, self dealing by corporate executives, and obstruc-
tion of justice designed to conceal illegal activities from
criminal and regulatory authorities. By utilizing this approach,
the FBI is pursuing allegations that parallel the DOJ definition
of corporate fraud.
The overall majority of pending FBI investigations involves ac-
counting frauds designed to make companies appear more prof-
itable on their financial statements. The purpose of these
schemes is to deceive investors and Wall Street analysts about the
true financial condition of a corporation. In carrying out this
fraud, the share price of the subject company remains artificially
inflated based on fictitious financial performance indicators.
The Sarbanes-Oxley Act of 2002 was enacted in response to a
wave of corporate scandals that were uncovered in the past sev-
eral years. This Act created new criminal violations for corpo-
rate fraud and increased the penalties designed to punish
executives engaged in this activity. The major provisions of
Sarbanes-Oxley include a specific criminal violation for de-
frauding shareholders of publicly-traded companies, a require-
ment that CEOs and CFOs provide a certification statement
with their financial reports, and an enhancement to existing
laws which pertain to the destruction or falsification of
records. With regard to the public accounting profession, this
Act created a new criminal violation for accountants who fail
to retain the audit workpapers of a publicly-traded company
for a period of five years.
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Fraud Issues Related to the CPA
Knowledge of fraudulent accounting trends is certainly useful
to the CPA. Over the past several years, the FBI has been able
to monitor some of the more frequently-employed devices en-
countered in financial statement fraud. These schemes range in
complexity from bogus journal entries with no supporting
documentation to sophisticated schemes designed to avoid de-
tection by the auditors. Some of the more commonly utilized
accounting frauds are as follows: 
1. Phony Sales—Creating invoices for products that were
never sold. These “sales” are often made to foreign com-
panies due to the increased difficulty for the auditor to
verify a bona fide sale occurred.
2. Parked Inventory Sale—Under revenue recognition rules,
a sale typically is recorded at the time the product is
shipped to a customer. Some companies have engaged in
the practice of loading trucks full of inventory on the last
day of the fiscal period and “parking” the inventory in a
nearby lot. By “shipping” the inventory away from the
building, the company fraudulently records a sale. In re-
ality, a customer has ordered the product for a shipment
date in the future.
3. Channel Stuffing—The practice of shipping products
that are not needed by customers. When the cus-
tomer later complains they didn’t want the product,
deep discounts or returns are authorized. In either case,
the returns/rebates are recorded in future periods while
revenue is overstated in the current period. When the
returns/rebates are taken in future periods, another chan-
nel stuffing transaction occurs with a different customer
to continue the fraudulent cycle. 
4. Swap Transactions—A conspiracy arranged between two
companies where they exchange products and payments
for the sole purpose of boosting revenues of each company.
5. Side Letter Agreements—Sales transactions in which a com-
pany issues a contingency or right of return letter to the
customer as a condition of the sale. These letters typically
provide the customer the right to return any products they
are unable to sell. These transactions are fraudulent when
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the contingencies and side letters are purposely not dis-
closed to the auditor because the company would be re-
quired to record a significant allowance for returns.
6. Accelerated Revenue—Recording future sales transactions
as revenue during the current fiscal period. This scheme
is often accomplished through backdating sales contracts
to provide the appearance that revenue was properly
recorded in the current period. 
Auditing Procedures
Lax audit procedures can increase the likelihood that bogus ac-
counting practices will go unnoticed. Several of the lax audit
techniques encountered in corporate fraud cases include:
a. Acceptance of representations made by company person-
nel without independent verification of their statements.
b. Acceptance of audit confirmations returned directly to
the company being audited rather than to the indepen-
dent auditors.
c. Failure to issue confirmations or perform further review
of questionable transactions.
Summary
To date, 179 individuals within the ongoing FBI investigations
have been charged with criminal violations related to corporate
fraud. There have been 83 convictions, and numerous cases are
pending trials. 
One of the most disturbing factors of corporate fraud is illus-
trated through the cross section of companies allegedly in-
volved in this scandal. Over the past year, the FBI investigated
corporate fraud schemes that led to the prosecution of execu-
tives at Homestores.com, Imclone, Kmart, Rite Aid, Qwest,
Worldcom, and other well-known corporations. Corporate
fraud is not unique to any business segment or geographic
area. Its effect has touched a variety of industries and millions
of shareholders across the United States.
In far too many companies, “cooking the books” has become
part of the corporate culture. In the case of HealthSouth, em-
ployee meetings were held to devise methods in which corpo-
rate earnings could be inflated despite the true operating
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results of the company. These discussions became known as
“family” meetings and participants were “family” members.
During the meetings, “family” members described their plans
to fill the “hole” in order to achieve the desired earnings of cor-
porate executives. The phony accounting entries utilized to
fulfill this goal were referred to as “dirt.” To date, 14 former
HealthSouth employees have been charged criminally for their
roles in this scheme. 
Unfortunately, the number of open corporate fraud investiga-
tions has yet to reach a plateau. With several new cases initi-
ated each month, the FBI continues to dedicate its personnel
to this crisis in order to prosecute corrupt executives and stabi-
lize the public markets that have been negatively impacted by
these scandals. 
In order to address this crime problem efficiently, the FBI ini-
tiated a telephone hotline for the public to report information
about corporate fraud. The telephone number for the hotline
is 888-622-0117. As a direct result of this hotline, several new
corporate fraud investigations have been opened and existing
cases have been advanced based on information provided by
the callers. As with all types of criminal investigations, a part-
nership with the public is one of the most valuable resources
available to the FBI.
What Auditors Need to Do
Maintain the Mind-Set That Manipulating Financial
Reporting Is Not Uncommon
Auditors need to come to an awareness that many, many compa-
nies massage their financial reporting by using creative, aggres-
sive, or inappropriate accounting techniques. In an effort to meet
earnings targets, live up to the expectations of the marketplace
and third parties, and increase personal compensation, manage-
ment may:
a. Commit fraudulent financial reporting.
b. Unreasonably stretch accounting rules to significantly en-
hance financial results.
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c. Follow appropriate accounting rules, but use loopholes to
manage financial results.
Auditors most frequently encounter items b and c in the preced-
ing list. The auditor’s report expresses an opinion as to whether
the financial statements “present fairly …in conformity with gen-
erally accepted accounting principles.” It seems that in many
places, the “present fairly” criterion has become subordinate to
“in conformity with GAAP.” That is, whether some entities make
a case that since GAAP does not prohibit a particular accounting
method, it must be acceptable without considering whether the
accounting will result in a fair presentation of the financial posi-
tion, results of operations, and cash flows. The quality of finan-
cial statements becomes eroded when accounting choices are
made to achieve a predetermined result other than improving the
usefulness of the information to decision makers. Thus, the choice
of accounting principles, in addition to their application, be-
comes crucial for auditors to consider. Besides checking off all of
the GAAP boxes, one must determine whether the financial re-
porting ultimately reflects economic reality.
Reach Back to Core Values on Every Engagement
In addition to maintaining a mind-set that managing earnings
and engineering financial reporting is not uncommon, auditors
need to approach their engagements with:
• A responsibility to the public interest.
• A rigorous commitment to integrity.
• A passion for getting it right.
• A commitment to principles and a zeal for applying them.
• The willingness to say no to unsound accounting practices.
Rediscover Professional Skepticism on Every Audit
Due professional care requires the auditor to exercise professional
skepticism. Professional skepticism is an attitude that includes a
questioning mind and a critical assessment of audit evidence. Au-
ditors may be tempted to put professional skepticism in the back
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of their minds, making it a concept that gets inadequate attention
because its practical application is difficult. But an auditor must
rediscover professional skepticism and carry it into each and
every audit. An auditor’s attitude can increase the likelihood of
finding misstatements.
Acknowledge and Challenge Assumptions. Many auditors are in-
clined to assume good intent and tend to rely too heavily on what
management tells them. In fact, many audit failures do not stem
from an auditor’s inability to uncover a problem, but rather, from
an auditor’s willingness to accept a client’s rationalization as to
why they should pass on the problem. Assumptions can limit
awareness. Assumptions are not inherently bad and are absolutely
essential to functioning in the real world. Nevertheless, they hold
a danger; an auditor who is faced with information that conflicts
with his or her assumptions is apt to resolve the inconsistency by
resisting the new information. If information does not fit with
what we “know,” we look for a way to make it fit. The auditor
must instead set aside existing beliefs about management’s in-
tegrity and honesty by periodically challenging the assumptions
he or she has made about a client’s management, business, and fi-
nancial reporting. The engagement team should use the brain-
storming session during the planning phase of the audit to help
identify potential biases that members may have about the client
and sensitize each other with respect to their preconceived no-
tions and possible alternative realities.
Critically Evaluate Evidence. Auditors must also remember to
identify and challenge their own assumptions when evaluating
audit evidence. Professional skepticism must be rediscovered
when assessing the competency and sufficiency of audit evidence.
For instance, the auditor should not accept draft contracts or rely
on copies of key documents. Auditors should reconcile evidence
that is inconsistent and corroborate key assumptions in estimates.
Guidance on Professional Skepticism. Excellent practical guidance
on professional skepticism can be found in the AICPA Practice
Aid, Fraud Detection in a GAAS Audit—SAS No. 99 Implementa-
tion Guide. Additional guidance can also be found in the AICPA
Practice Alert 98-2, Professional Skepticism and Related Topics.
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New Pronouncements and Other Guidance
Status of the AICPA Auditing Standards Board (ASB) and the PCAOB
Effective April 16, 2003, auditors of publicly-traded companies
are to follow transitional standards adopted by the PCAOB. As
discussed in the section of this Alert titled “PCAOB Develop-
ments,” the transitional standards consist of the current body of
authoritative literature promulgated by the ASB. Going forward,
the PCAOB will set auditing and other professional standards to
be used by auditors of publicly-traded companies.
The Board of Directors of the AICPA has approved a plan to re-
constitute the ASB. The new ASB will be reconstituted to promul-
gate audit, attest, and quality control standards for engagements
involving nonpublic entities and issue clear authoritative guidance
for auditors of nonpublic entities. The ASB’s permission or author-
ity to set auditing standards is vested in state boards of accoun-
tancy, certain federal regulators, and other users of audited
financial statements. The ASB intends to work closely with those
bodies to ensure that their needs are met. The support of parties
such as state boards of accountancy (and their national associa-
tion), the General Accounting Office (GAO), other federal and
state regulators, and users of financial statements (creditors and pri-
vate investors) is critical to the ASB’s effort to serve nonpublic enti-
ties and is important for the ASB’s viability and credibility.
Status of the AICPA Accounting Standards Executive 
Committee (AcSEC)
In cooperation with the FASB, AcSEC agreed to focus on indus-
try-specific accounting guidance and to stop issuing general-pur-
pose accounting SOPs. Work will continue on certain SOPs that
were in progress at the time this decision was made and they are
expected to be issued in the near future. AcSEC will also continue
its work on industry-specific audit and accounting guides as well
as on developing comment letters to the FASB and the Interna-
tional Accounting Standards Board on proposed new standards
and helping members put rules into practice. AcSEC will also
continue to advocate on behalf of AICPA members who serve in-
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vestors and the financial reporting community to ensure that the
FASB undertakes the necessary projects and efforts to improve fi-
nancial reporting.
Recent Auditing, Attestation, Quality Control Pronouncements 
and Guidance
Presented below is a list of auditing, attestation, and quality control
pronouncements, guides, and other guidance issued since the pub-
lication of last year’s Alert. For information on auditing and attes-
tation, and quality control standards and other guidance issued
subsequent to the writing of this Alert, please refer to the AICPA
Web site at www.aicpa.org/members/div/auditstd/technic.htm and
to the PCAOB Web site at www.pcaobus.org (public company au-
dits only). You may also look for announcements of newly-issued
standards in The CPA Letter, Journal of Accountancy, and the quar-
terly electronic newsletter, “In Our Opinion,” issued by the
AICPA’s Auditing Standards team and available at www.aicpa.org. 
SAS No. 101 Auditing Fair Value Measurements and Disclosures
SOP 03-2 Attest Engagements on Greenhouse Gas Emissions
(Not applicable to attest Information
engagements on public
companies)
Audit Guide Audits of States, Local Governments, and Not-for-
Profit Organizations Receiving Federal Awards
Attest Interpretation No. 5 “Attest Engagements on Financial Information
of chapter 1, ”Attest Included in XBRL Instance Documents”
Engagements,” of
Statement on Standards for
Attestation Engagements
(SSAE) No. 10: Attestation
Standards: Revision and
Recodification (Not
applicable to attest 
engagements on public
companies)
Audit Interpretation “Effect on Auditor’s Report of Omission of Schedule
No. 16 of SAS No. 58 of Investments by Investment Partnerships That Are 
Exempt From Securities and Exchange Commission
Registration Under the Investment Company Act of 
1940”
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Amendment to Auditing “The Effect of an Inability to Obtain Evidential
Interpretation No. 2 of Matter Relating to Income Tax Accruals”
SAS No. 31
PCAOB Rule 3100T All registered public accounting firms are required 
(Applicable to public to adhere to the PCAOB’s auditing and related 
company audits only) professional practice standards in connection with 
the preparation or issuance of any audit report for an
issuer and in their auditing and related attestation
practices
PCAOB Rule 3200T In connection with the preparation or issuance of any
(Applicable to public audit report, a registered public accounting firm and 
company audits only) its associated persons shall comply with generally
accepted auditing standards as described in SAS No.
95 as in existence on April 16, 2003
PCAOB Rule 3300T In connection with an engagement (a) described in
(Applicable to public the ASB’s SSAE No. 10, and (b) related to the
company audits only) preparation or issuance of audit reports for issuers, a
registered public accounting firm and its associated
persons shall comply with the SSAEs and related
interpretations and SOPs as in existence on 
April 16, 2003
PCAOB Rule 3400T A registered public accounting firm and its associated 
(Applicable to public persons shall comply with quality control standards
company audits only) as described in (a) the ASB’s Statements on Quality
Control Standards as in existence on April 16, 2003,
and (b) the AICPA SEC Practice Section’s Require-
ments of Membership (d), (f ) (first sentence), (l),
(m), (n)(1) and (o) as in existence on April 16, 2003
Revised Government The GAO issued a comprehensive revision to
Auditing Standards Government Auditing Standards (also know as the
Yellow Book) in June 2003
AICPA Toolkit Auditor’s Toolkit for Auditing Fair Value
(nonauthoritative) Measurements and Disclosures Under FASB
Statements No. 141, 142 and 144
Practice Alert 03-1 Audit Confirmations
(nonauthoritative)
Practice Alert 03-2 Journal Entries and Other Adjustments
(nonauthoritative)
AICPA Practice Aid Applying OCBOA in State and Local Governmental
(nonauthoritative) Financial Statements
For summaries of the above standards and other guidance, visit
the applicable Web site. To obtain copies of AICPA standards and
ARA-GEN03.QXD  12/3/03  5:08 PM  Page 59
other guidance, contact the Member Satisfaction Center at (888)
777-7077 or go online at www.cpa2biz.com.
Recent Accounting Pronouncements and Guidance
Presented below is a list of accounting pronouncements and
other guidance issued since the publication of last year’s Alert.
For information on accounting standards issued subsequent to
the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org, and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in The
CPA Letter and Journal of Accountancy.
FASB Statement No. 148 Accounting for Stock-Based Compensation—
Transition and Disclosure—An Amendment of FASB
Statement No. 123
FASB Statement No. 149 Amendment of Statement 133 on Derivative 
Instruments and Hedging Activities
FASB Statement No. 150 Accounting for Certain Financial Instruments With
Characteristics of Both Liabilities and Equity
FASB Interpretation Consolidation of Variable Interest Entities, An
No. 46 Interpretation of ARB No. 51
SOP 02-2 Accounting for Derivative Instruments and Hedging 
Activities by Not-for-Profit Health Care Organizations,
and Clarification of the Performance Indicator
SOP 03-1 Accounting and Reporting by Insurance Enterprises for
Certain Nontraditional Long-Duration Contracts and
for Separate Accounts
SOP 03-3 Accounting for Certain Loans or Debt Securities 
Acquired in a Transfer
Technical Questions and FASB Statement No. 136, Transfers of Assets to a
Answers in Technical Not-for-Profit Organization or Charitable Trust That
Practice Aids Raises or Holds Contributions for Others
For summaries of the above standards and other guidance, visit
the applicable Web site. To obtain copies of AICPA standards and
other guidance, contact the Member Satisfaction Center at (888)
777-7077 or go online at www.cpa2biz.com.
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Key Regulatory Developments Related to Audits of 
Public Companies
Securities and Exchange Commission
Auditors of public companies and of those companies that file
with the SEC need to consider the accounting and financial re-
porting requirements contained in the SEC regulations as well as
requirements imposed upon auditors. Listed below are some re-
cent activities of the SEC to help auditors of public companies
stay abreast of current developments.
• In August 2002, the SEC adopted final rules for Certifica-
tion of Disclosure in Companies’ Quarterly and Annual
Reports. In response to Section 302(a) of the Sarbanes-
Oxley Act of 2002, CEOs and CFOs are now required to
certify the financial and other information contained in
quarterly and annual reports.
• In January 2003, the SEC adopted amendments to its ex-
isting requirements regarding auditor independence to en-
hance the independence of accountants that audit and
review financial statements and prepare attestation reports
filed with the Commission. This rule conforms the SEC’s
regulations to Section 208(a) of the Sarbanes-Oxley Act
and, importantly, addresses the performance of nonaudit
services. See the AICPA’s Audit Risk Alert Independence
and Ethics Alert—2003/04 for a review of recent develop-
ments in this area.
• In January 2003, the SEC adopted new rules and amend-
ments to address public company disclosure or release of cer-
tain financial information that is calculated and presented
on the basis of methodologies other than in accordance with
GAAP. In addition to other requirements a new disclosure
regulation G will require public companies that disclose or
release such non-GAAP financial measures to include a pre-
sentation of the most directly comparable GAAP financial
measure and a reconciliation of the disclosed non-GAAP fi-
nancial measure to the most directly comparable GAAP
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financial measure. Visit the SEC Web site at www.sec.gov/
rules/final/33-8176.htm for complete information. A docu-
ment addressing frequently-asked questions regarding the
use of non-GAAP financial measures is available at www.sec.
gov/divisions/corpfin/faqs/nongaapfaq.htm.
• Related to the previous item, in January 2003, the SEC
adopted amendments to Form 8-K to require public com-
panies to furnish to the SEC releases or announcements
disclosing material nonpublic financial information about
completed annual or quarterly fiscal periods. 
• In January 2003, the SEC adopted rules to require account-
ing firms to retain for seven years certain records relevant to
their audits and reviews of issuers’ financial statements.
• In January 2003, the SEC adopted amendments requiring
companies, other than registered investment companies, to
include two new types of disclosures in their annual re-
ports filed pursuant to the Securities Exchange Act of
1934. These amendments conform to Sections 406 and
407 of the Sarbanes-Oxley Act of 2002 and relate to dis-
closures concerning the audit committee’s financial expert
and code of ethics relating to the companies’ officers. An
amendment specifies that these disclosures are only re-
quired for annual reports (www.sec.gov). 
• In January 2003, the SEC adopted rules that require disclo-
sure of material off-balance-sheet transactions, arrange-
ments, obligations, and other relationships of the issuer with
unconsolidated entities or other persons that may have a
material current or future effect on financial condition,
changes in financial condition, results of operations, liquid-
ity, capital expenditures, capital resources, or significant
components of revenues or expenses. The rules require a reg-
istrant to provide an explanation of its off-balance-sheet
arrangements in a separately captioned subsection of the
MD&A section of a registrant’s disclosure documents.
• In April 2003, the SEC adopted a rule to direct the na-
tional securities exchanges and national securities associa-
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tions to prohibit the listing of any security of an issuer that
is not in compliance with the audit committee require-
ments mandated by the Sarbanes-Oxley Act.
• In April 2003, the SEC adopted rules to prohibit officers
and directors of an issuer and persons acting under the di-
rection of an officer or director from taking any action to co-
erce, manipulate, mislead, or fraudulently influence the
auditor of an issuer’s financial statements if that person
knew or should have known that such action, if successful,
could result in rendering the financial statements materially
misleading.
• In May 2003, the SEC staff released SAB No. 103, Update
of Codification of Staff Accounting Bulletins. This staff ac-
counting bulletin revises or rescinds portions of the inter-
pretive guidance included in the codification of staff
accounting bulletins in order to make this interpretive
guidance consistent with current authoritative accounting
and auditing guidance and SEC rules and regulations. The
principal revisions relate to the rescission of material no
longer necessary because of private sector developments in
U.S. GAAP as well as Commission rulemaking. 
• In May 2003, the SEC adopted rules requiring companies
subject to the reporting requirements of the Securities Ex-
change Act of 1934, other than registered investment com-
panies, to assess the effectiveness of their internal control
and include in their annual reports a report of manage-
ment on the company’s internal control over financial re-
porting. The rule also mandates quarterly reports on
changes in internal control. See the sections above titled
“Public Companies Complying With Sarbanes-Oxley” and
“PCAOB Developments” for more information about the
internal control provisions of Sarbanes-Oxley. 
Comments by the SEC on Report Filings
The SEC’s Division of Corporation Finance monitors the annual
reports filed by all Fortune 500 companies with the SEC and pre-
pares a summary of the significant issues addressed in that review.
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Auditors and management may find the comments issued by the
SEC staff on these filings helpful in understanding common mis-
takes and shortcomings that the SEC staff finds in its reviews as
well as understanding the areas that the SEC staff is looking at.
This summary report can be obtained at www.sec.gov/divisions/
corpfin/fortune500rep.htm.
PCAOB Developments
The PCAOB is a private-sector, nonprofit corporation, created
by the Sarbanes-Oxley Act of 2002, to oversee the auditors of
public companies and establish auditing, attestation, quality con-
trol, ethics, and independence standards to be used by registered
public accounting firms. The PCAOB’s standards apply to regis-
tered public accounting firms and their associated persons in con-
nection with their audits of the financial statements of issuers, as
defined in Section 2(a)(7) of the Sarbanes-Oxley Act, and those
firms’ auditing and related attestation practices. The PCAOB
does not intend to suggest that registered public accounting firms
and their associated persons must comply with the PCAOB’s
standards in auditing nonissuers. Auditors who fall within the
PCAOB’s scope should understand and follow the standards,
rules, and other requirements of the PCAOB.
Registered Public Accounting Firms. Section 102 of the Sarbanes-
Oxley Act prohibits accounting firms that are not registered with
the PCAOB from preparing or issuing audit reports on U.S. pub-
lic companies and from participating in such audits. Section
106(a) of the Sarbanes-Oxley Act provides that any non-U.S.
public accounting firm that prepares or furnishes an audit report
with respect to any U.S. public company is subject to the
PCAOB’s rules to the same extent as a U.S. public accounting
firm. Section 106(a) further authorizes the PCAOB to require
that non-U.S. public accounting firms that do not issue such re-
ports, but that play a substantial role in the preparation of the
audit reports, register. 
On May 6, 2003, the PCAOB adopted a registration system for
public accounting firms. All U.S. public accounting firms must
be registered with the Board if they wish to prepare or issue audit
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reports on U.S. public companies, or to play a substantial role in
the preparation or issuance of such reports, after October 22,
2003. Non-U.S. public accounting firms that wish to prepare or
issue audit reports on U.S. public companies, or to play a sub-
stantial role in the preparation or issuance of such reports, must
be registered by April 19, 2004.
Definition of Issuer. The term ‘‘issuer’’ means an issuer (as de-
fined in section 3 of the Securities Exchange Act of 1934 (15
U.S.C. 78c)), the securities of which are registered under section
12 of that Act (15 U.S.C. 78l), or that is required to file reports
under section 15(d) (15 U.S.C. 78o(d)), or that files or has filed
a registration statement that has not yet become effective under
the Securities Act of 1933 (15 U.S.C. 77a et seq.), and that it has
not withdrawn.
PCAOB Rules Need SEC Approval. The PCAOB’s rulemaking
process results in the adoption of rules that are then submitted to
the SEC for approval. PCAOB rules do not take effect unless ap-
proved by the SEC.
Compliance With Auditing and Related Professional 
Practice Standards
On June 30, 2003, the PCAOB adopted Rule 3100. This rule
generally requires all registered public accounting firms to adhere
to the PCAOB’s auditing and related professional practice stan-
dards (these standards encompass auditing, attestation, quality
control, ethics, and independence standards) in connection with
the preparation or issuance of any audit report for an issuer (see
definition above) and in their auditing and related attestation
practices. In adopting this rule, the PCAOB has taken the step of
codifying the obligation of registered firms to comply with the
PCAOB’s standards, which is implicit in the Sarbanes-Oxley Act.
Rule 3100 requires registered public accounting firms and their
associated persons to comply with all applicable standards. Ac-
cordingly, if the PCAOB’s standards do not apply to an engage-
ment or other activity of the firm, Rule 3100, by its own terms,
does not apply to that engagement or activity. On October 31,
2003, the SEC approved Rule 3100 of the PCAOB.
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Establishment of Interim Auditing, Attestation, and Quality
Control Standards
On April 18, 2003, the PCAOB established interim standards of
auditing, attestation, quality control, ethics, and independence.
On April 25, 2003, the SEC approved those actions. Presented
below is information about the PCAOB’s interim auditing, attes-
tation, and quality control standards. The AICPA Audit Risk
Alert, Independence and Ethics Alert—2003/04 discusses the in-
terim ethics and independence standards as well as other PCAOB
and SEC activities in those areas.
Interim Auditing Standards. The PCAOB’s Rule 3200T re-
quires that in connection with the preparation or issuance of any
audit report, a registered public accounting firm and its associ-
ated persons shall comply with generally accepted auditing stan-
dards (GAAS), as described in the SAS No. 95 (AICPA,
Professional Standards, vol. 1, AU sec. 150, as in existence on
April 16, 2003.
Interim Attestation Standards. The PCAOB’s Rule 3300T re-
quires that in connection with an engagement (a) described
SSAE No. 10, and (b) related to the preparation or issuance of
audit reports of issuers, a registered public accounting firm and
its associated persons shall comply with the AICPA ASB’s SSAEs,
and related interpretations, and SOPs as in existence on April 16,
2003.
Interim Quality Control Standards. The PCAOB’s Rule 3400T
require that a registered public accounting firm and its associated
persons shall comply with quality control standards as described
in the—
a. ASB’s Statements on Quality Control Standards, as in exis-
tence on April 16, 2003; and 
b. AICPA SEC Practice Section’s Requirements of Member-
ship (d), (f )(first sentence), (l), (m), (n)(1), and (o), as in
existence on April 16, 2003.
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Proposed Auditing Standard for Internal Control Over
Financial Reporting
The PCAOB has issued a proposed auditing standard titled An
Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements. This proposed
standard was issued by the PCAOB because Sections
103(a)(2)(A) and 404(b) of the Sarbanes-Oxley Act direct the
PCAOB to establish professional standards governing the inde-
pendent auditor’s attestation and reporting on management’s as-
sessment of the effectiveness of internal control over financial
reporting. See the section above titled “Public Companies Com-
plying With Sarbanes-Oxley” for a discussion of what the man-
agement of companies subject to the provisions of the
Sarbanes-Oxley Act are required to do, including management’s
assessment of internal control.
Two Reports With an Integrated Approach. The proposed stan-
dard is an integrated standard, addressing both the work that is
required to audit internal control over financial reporting1 and
the relationship of that audit to the audit of the financial state-
ments. Nevertheless, the integrated audit would result in two
opinions: one on internal control over financial reporting and
one on the financial statements, which may be expressed in a
combined report or in separate reports. To conduct and report on
the results of an audit of internal control over financial reporting
pursuant to the proposed standard, the auditor also would be re-
quired to audit the company’s financial statements.
Extensive Procedures Proposed to Audit Internal Control. The pro-
visions in the proposed standard are extensive. They cover the steps
that are proposed to be performed in an attestation of manage-
ment’s assessment of the effectiveness of internal control over fi-
nancial reporting integrated with the audit of the financial
statements. Those steps include (a) planning the audit, (b) evaluat-
ing the process management used to perform its assessment of in-
ternal control effectiveness, (c) obtaining an understanding of
1. The phrase “audit of internal control over financial reporting” is used by the PCAOB
to refer to the auditor’s attestation of management’s assessment of the effectiveness of
internal control over financial reporting.
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internal control, (d) evaluating the effectiveness of both the design
and operation of internal control, and (e) forming an opinion
about whether internal control over financial reporting is effective.
Several Ways to Support Opinion. Under the proposed standard,
the auditor’s objective is to express an opinion about whether
management’s assessment of, or conclusion on, the effectiveness
of internal control over financial reporting is stated fairly in all
material respects. The auditor obtains evidence about whether in-
ternal control over financial reporting is effective in several ways,
including evaluating and testing management’s assessment
process, evaluating and testing work on internal control per-
formed by others such as internal auditors, and testing the effec-
tiveness of the controls himself or herself.
Standards That Would Be Superseded for Audits of Public
Companies. The proposed standard would supersede chapter 5,
“Reporting on an Entity’s Internal Control Over Financial Report-
ing,” of SSAE No. 10 (AICPA, Professional Standards, vol. 1, AT
sec. 501), as it relates to performing an audit (referred to as an “ex-
amination” in AT sec. 501) of the design and operating effective-
ness of internal control over financial reporting. The proposed
standard would also supersede SAS No. 60, Communication of In-
ternal Control Related Matters Noted in an Audit (AICPA, Profes-
sional Standards, vol. 1, AU sec. 325). Remember that these
standards are not superseded for audits of entities that are outside
the scope of the PCAOB ( such as nonpublic entities).
Proposed Effective Date. Under the proposed standard, auditors
engaged to audit the financial statements of accelerated filers (sea-
soned U.S. companies with public float exceeding $75 million)
for fiscal years ending on or after June 15, 2004, would be re-
quired to audit and report on the company’s internal control over
financial reporting as of the end of such fiscal year. Auditors of
public companies that are not accelerated filers have until fiscal
years ending on or after April 15, 2005, to comply.
Obtaining the Proposed Standard and Looking for a Final
Standard. This proposed standard will make substantial changes
and add substantial work to the audits of public companies.
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Therefore, auditors of public companies should obtain a copy of
the proposed standard at the PCAOB Web site (www.pcaobus.
org), and read and understand all the proposed provisions of the
standard.
Auditors of public companies should keep abreast of the progress
of this proposed standard. The PCAOB will consider comments
received on the proposed standard and determine whether to
issue a final standard with or without amendments. A number of
corporate executives oppose the proposed standard, stating that
the costs of implementation would be enormous and its provi-
sions go well beyond what Congress required in the Sarbanes-
Oxley Act. So, predicting whether the final standard will closely
resemble the current proposed standard is difficult. Any final
standard adopted will be submitted to the SEC for approval.
Standards and rules of the PCAOB do not take effect unless ap-
proved by the SEC.
Other Developments
In addition to the matters discussed above, the PCAOB has been
active issuing and proposing rules in a number of areas, including
inspections of public accounting firms, investigations and adjudi-
cations, establishment of board funding fees, registration system
for public accounting firms, and other matters. Auditors of pub-
lic companies can stay abreast of these rule-making activities by
visiting the PCAOB Web site at www.pcaobus.org.
On the Horizon 
Auditors should keep abreast of auditing and accounting devel-
opments and upcoming guidance that may affect their engage-
ments. You should check the appropriate standard-setting Web
sites (listed below) for a complete picture of all accounting and
auditing projects in progress. Presented below is brief informa-
tion about certain projects that are expected to result in final
standards in the near future. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing
GAAP or GAAS.
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The following table lists the various standard-setting bodies’
Web sites, at which information may be obtained on outstand-
ing exposure drafts, including downloading a copy of the expo-
sure draft. These Web sites contain much more in-depth
information about proposed standards and other projects in the
pipeline. 
Standard-Setting Body Web Site
AICPA Auditing Standards www.aicpa.org/members/div/
Board (ASB) auditstd/drafts.htm
(Note that new standards issued
by the ASB apply to nonpublic
companies or nonissuers.)
AICPA Accounting Standards www.aicpa.org/members/div/
Executive Committee (AcSEC) acctstd/edo/index.htm
Financial Accounting www.rutgers.edu/accounting/raw/
Standards Board (FASB) fasb/draft/draftpg.html
Professional Ethics Executive www.aicpa.org/members/div/ethics/
Committee (PEEC) index.htm
Public Company Accounting www.pcaob.us.org
Oversight Board (PCAOB)
Help Desk—The AICPA’s standard-setting committees pub-
lish exposure drafts of proposed professional standards exclu-
sively on the AICPA Web site. The AICPA will notify
interested parties by e-mail about new exposure drafts. To be
added to the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate “ex-
posure draft e-mail list” in the subject header field to help
process your submission more efficiently. Include your full
name, mailing address and, if known, your membership and
subscriber number in the message.
Auditing Pipeline—Nonpublic Companies 
Note: The proposed standards discussed in this section would not
apply to the audits of public companies.
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Proposed SAS, Communication of Internal Control Related
Matters Noted in an Audit
This proposed SAS would supersede SAS No. 60 and signifi-
cantly strengthen the quality of auditor communications of such
matters in audits of nonpublic companies.
New Framework for the Audit Process
The ASB has issued a suite of seven proposed SASs relating to the
auditor’s risk assessment process. The ASB believes that the re-
quirements and guidance provided in the proposed SASs, if
adopted, would result in a substantial change in audit practice
and in more effective audits. The primary objective of the pro-
posed SASs is to enhance the auditor’s application of the audit
risk model in practice by requiring:
• A more in-depth understanding of the entity and its envi-
ronment, including its internal control, that would better
enable the auditor to identify the risks of material misstate-
ment in the financial statements and any steps the entity is
taking to mitigate them.
• A more rigorous assessment of the risks of material mis-
statement of the financial statements based on that under-
standing.
• A better linkage between the assessed risks of material mis-
statement and the nature, timing, and extent of audit pro-
cedures performed in response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence, which will supersede SAS No. 31, Eviden-
tial Matter (AICPA, Professional Standards, vol. 1, AU sec.
326), as amended
• Audit Risk and Materiality in Conducting an Audit, which
will supersede SAS No. 47, as amended, of the same title
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• Planning and Supervision, which will supersede SAS No. 1,
Codification of Auditing Standards and Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 310, “Appointment
of the Independent Auditor”), as amended, and SAS No.
22, Planning and Supervision (AICPA, Professional Stan-
dards, vol. 1, AU sec. 311), as amended
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement (Assessing Risks)
• Performing Audit Procedures in Response to Assessed Risks
and Evaluating the Audit Evidence Obtained, which will
supersede SAS No. 45, Omnibus Statement on Auditing
Standards—1983, and, together with the proposed SAS,
Assessing Risks, will supersede SAS No. 55, as amended
• Amendment to SAS No. 39, Audit Sampling
You should keep abreast of the status of these projects and expo-
sure drafts inasmuch as they will substantially affect the audit
process. More information can be obtained on the AICPA’s Web
site at www.aicpa.org.
Auditing Pipeline—Public Companies
Proposed Auditing Standard, An Audit of Internal Control
Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements
See the section of this Alert titled “PCAOB Developments” for
information about this proposed standard.
Proposed Rule Regarding Certain Terms Used in Auditing and
Related Professional Practice Standards
This proposed rule would set and define the terminology the
PCAOB will use in its standards to describe the obligations those
standards impose on registered public accounting firms and their
associated persons. See the PCAOB Web site for information
about this proposed rule.
72
ARA-GEN03.QXD  12/3/03  5:08 PM  Page 72
73
Proposed Auditing Standard on Audit Documentation
This proposed standard would establish general requirements for
documentation the auditor should prepare and retain in connec-
tion with any engagement conducted in accordance with audit-
ing and related professional practice standards set by the
PCAOB. The proposed standard would supersede SAS No. 96,
Audit Documentation (AICPA, Professional Standards, vol. 1, AU
sec. 339), and amend SAS No. 1, Codification of Auditing Stan-
dards and Procedures (AICPA, Professional Standards, vol. 1, AU
sec. 543, “Part of Audit Performed by Other Independent Audi-
tors,” as amended), for audits of public entities only. See the
PCAOB Web site for information about this proposed standard.
Accounting Pipeline
Proposed FASB Interpretation, Consolidation of Variable
Interest Entities—A Modification of FASB Interpretation No. 46 
Since the issuance of FASB Interpretation No. 46, the FASB has
learned that certain provisions of that Interpretation are not
being as consistently interpreted as the FASB intended. The
FASB decided to address certain technical corrections and imple-
mentation issues that have arisen through this new proposed In-
terpretation. A final Interpretation is expected to be issued during
the first quarter of 2004. The document is available on the
FASB’s website at www.fasb.org/draft/ed_prop_interp_vie.pdf.
Proposed FASB Statement, Employers’ Disclosures About
Pensions and Other Postretirement Benefits—An Amendment of
FASB Statements No. 87, No. 88, and No. 106, and a
Replacement of FASB Statement No. 132 
This proposed Statement addresses disclosures about pension
plans and other postretirement benefit plans. It would require
disclosures about defined benefit pension plan and other postre-
tirement benefit plan assets, obligations, cash flows, and net cost,
and retain a number of disclosures required by FASB Statement
No. 132, Employers’ Disclosures About Pensions and Other Postre-
tirement Benefits. This proposed Statement would eliminate
FASB Statement No. 132 requirements to provide reconciliations
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of beginning and ending balances of the fair value of plan assets
and benefit obligations. The most important information pre-
sented in the reconciliations would be included in disclosures re-
lated to assets, obligations, and cash flows. A final Statement is
expected to be issued during the first quarter of 2004. See the
FASB Web site at www.fasb.org/draft/ed_pension_disclosures.pdf
for complete information.
Proposed FASB Statement, Qualifying Special-Purpose Entities
and Isolation of Transferred Assets—An amendment of FASB
Statement No. 140 
This proposed Statement would amend and clarify FASB State-
ment No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities, in several ways. A final
Statement is expected to be issued during the first quarter of
2004. See the FASB Web site at www.fasb.org/draft/ed_qspe.pdf
for complete information.
Proposed Amendment to FASB Concepts Statement No. 6 to
Revise the Definition of Liabilities—An amendment of FASB
Concepts Statement No. 6 
This proposed amendment to FASB Concepts Statement No. 6
would revise the definition of liabilities to also include as liabili-
ties certain obligations that require or permit settlement by is-
suance of the issuer’s equity shares and that do not establish an
ownership relationship. A final Statement is expected to be issued
in the third quarter of 2004.
Proposed Statement of Position, Accounting for Certain Costs
and Activities Related to Property, Plant, and Equipment, and
proposed FASB Statement, Accounting in Interim and Annual
Financial Statements for Certain Costs and Activities Related to
Property, Plant, and Equipment—An Amendment of APB
Opinions No. 20 and No. 28 and FASB Statements No. 51 and
No. 67, and a Rescission of FASB Statement No. 73
Principally, the proposed FASB Statement would amend FASB
Statement No. 67, Accounting for Costs and Initial Rental Opera-
tions of Real Estate Projects, to exclude from its scope the account-
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ing for acquisition, development, and construction costs of real
estate developed and used by an entity for subsequent rental ac-
tivities. The accounting for those costs would be subject to the
guidance in the proposed SOP. It also would amend APB Opin-
ion No. 28, Interim Financial Reporting, to require that those
costs that the proposed SOP would require be expensed as in-
curred on an annual basis also be expensed as incurred in interim
periods. A final SOP is expected to be issued during the fourth
quarter of 2003.
Industry-Specific Projects
The following industry-specific accounting projects are in
progress. Readers should refer to the relevant AICPA industry
Audit Risk Alerts for further information.
• Proposed SOP, Accounting for Real Estate Time-Sharing
Transactions, and proposed FASB Statement, Accounting
for Real Estate Time-Sharing Transactions—An amendment
of FASB Statements No. 66 and 67. A final SOP is expected
to be issued during the first quarter of 2004.
• Proposed Audit and Accounting Guide Depository and
Lending Institutions: Banks and Savings Institutions, Credit
Unions, Finance Companies and Mortgage Companies. A
final Guide is expected to be issued during the first quarter
of 2004.
• Proposed SOP, Reporting Financial Highlights and Schedule
of Investment by Nonregistered Investment Partnerships. A
final SOP is expected to be issued during the fourth quar-
ter of 2004.
• Proposed SOP, Clarification of the Scope of the Audit and
Accounting Guide Audits of Investment Companies and
Accounting by Parent Companies and Equity Method In-
vestors for Investments in Investment Companies. A final
SOP is expected to be issued during the first quarter of
2004.
• Proposed SOP, Accounting by Insurance Enterprises for De-
ferred Acquisition Costs on Internal Replacements Other
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Than Those Specifically Described in FASB Statement No.
97. A final SOP is expected to be issued during the first
quarter of 2004.
• Proposed SOP, Separate Account Financial Highlights. A
final SOP is expected to be issued during the fourth quar-
ter of 2003.
Proposed FASB Staff Positions
A number of proposed FASB Staff Positions are in progress ad-
dressing issues related to FASB Statements No. 143, No. 144,
and FASB Interpretations No. 45 and No. 46. Readers should
visit the FASB Web site at www.fasb.org/fasb_staff_positions/
proposed_fsp.shtml for complete information.
FASB EITF 
Numerous open issues are under deliberation by the EITF.
Readers should visit the FASB Web site at www.fasb.org/eitf/
agenda.shtml for complete information.
Resource Central
Educational courses, Web sites, publications, and other resources
available to CPAs
On the Bookshelf
The following publications deliver valuable guidance and practi-
cal assistance as potent tools to be used on your engagements.
• Audit Guide Auditing Derivative Instruments, Hedging Ac-
tivities and Investments in Securities (product no.
012520kk)
• Audit Guide Auditing Revenue in Certain Industries (prod-
uct no. 012510kk)
• Audit Guide Audit Sampling (product no. 012530kk)
• Audit Guide Analytical Procedures (product no. 012551kk)
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• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)
• Accounting Trends and Techniques—2003 (product no.
009895kk)
• Practice Aid Preparing and Reporting on Cash- and Tax-
Basis Financial Statements (product no. 006701kk)
• Practice Aid Fraud Detection in a GAAS Audit—SAS No.
99 Implementation Guide (product no. 006613kk)
Audit and Accounting Manual 
The Audit and Accounting Manual (product no. 005133kk) is a
valuable nonauthoritative practice tool designed to provide assis-
tance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including
audit programs, auditor’s reports, checklists, engagement letters
and management representation letters, and confirmation letters. 
AICPA’s reSOURCE Online Accounting and 
Auditing Literature
Get access—anytime, anywhere—to the AICPA’s latest Profes-
sional Standards, Technical Practice Aids, Audit and Accounting
Guides (all 23), Audit Risk Alerts (all 19), and Accounting Trends
and Techniques. To subscribe to this essential service, go to
cpa2biz.com.
reSOURCE CD-ROM
The AICPA is currently offering a CD-ROM product titled Re-
source: AICPA’s Accounting and Auditing Literature. This CD-
ROM enables subscription access to AICPA Professional
Literature products in a Windows format: namely, Professional
Standards, Technical Practice Aids, and Audit and Accounting
Guides (available for purchase as a set that includes all Guides and
the related Audit Risk Alerts, or as individual publications). This
dynamic product allows you to purchase the specific titles you
need and includes hypertext links to references within and be-
tween all products.
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Online CPE
The AICPA offers an online learning tool, AICPA InfoBytes. An
annual fee will offer unlimited access to over 1,000 hours of
online CPE in one- and two-hour segments. Register today at
infobytes.aicpaservices.org.
AICPA’s Antifraud and Corporate Responsibility Resource Center
The AICPA’s Antifraud and Corporate Responsibility Resource
Center (www.aicpa.org/antifraud/) allows you to select optional
ways to learn about fraud. The Center spotlights the new Web-
based fraud and ethics case studies and commentaries recently is-
sued, the AICPA antifraud Web cast series, the interactive CPA
course Fraud and the CPA, and a competency model that allows
you to assess your overall skills and proficiencies as they relate to
fraud prevention, detection, and investigation, among other top-
ics. In addition, the site offers press releases and newsworthy
items on other AICPA courses related to prevention and detec-
tion, and an overview of the AICPA antifraud and Corporate Re-
sponsibility Program.
Member Satisfaction Center
To order AICPA products, receive information about AICPA ac-
tivities, and find help on your membership questions call the
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review ser-
vices. Call (888) 777-7077.
Ethics Hotline 
Members of the AICPA’s Professional Ethics Team answer in-
quiries concerning independence and other behavioral issues re-
lated to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
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Web Sites
AICPA Online and CPA2Biz
AICPA Online offers CPAs the unique opportunity to stay
abreast of matters relevant to the CPA profession. AICPA Online
informs you of developments in the accounting and auditing
world as well as developments in congressional and political af-
fairs affecting CPAs. In addition, cpa2biz.com offers all the latest
AICPA products, including the audit risk alerts, audit and ac-
counting guides, the professional standards, and CPE courses.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services of-
fered by a number of organizations.
This Audit Risk Alert replaces the AICPA general Audit Risk
Alert—2002/03. The general Audit Risk Alert is published annu-
ally. As you encounter audit or industry issues that you believe
warrant discussion in next year’s Alert, please feel free to share
those with us. Any other comments that you have about the Alert
would also be appreciated. You may e-mail these comments to
rdurak@aicpa.org, or write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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